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PREFACE 


T his book is based upon three lectures on problems con¬ 
nected with the formation of economic unions between 
sovereign states in the conditions of the modern world. 
They were delivered in the summer of 1952 at the Univer¬ 
sity of Chicago under the auspices of the Charles R. 
Walgreen Foundation for the Study of American Institu¬ 
tions. 

The three chapters consider the possibility of raising 
standards of living by the formation of a single, integrated 
market for the products of the members of the economic 
union; and they are largely concerned with the implica¬ 
tions of such action for the domestic economic policies of 
the countries involved. That is to day, they are concerned 
with the “economics of welfare” rather than with the 
“economics of defense.” But in the modern world the 
latter set of problems is, of course, of special if not of 
greater importance in considering the problems of the 
formation of any international union. 

I have already considered some of these defense prob¬ 
lems in an article entitled, “Some Economic Problems of 
Atlantic Union Rearmament,” published in Lloyd's Bank 
Review , October, 1951. By permission of the editor of that 
review, a revised and shortened version of the article is re¬ 
printed as an appendix in this book. It may help the reader 
to see how the problems of the “economics of defense” 
are interlocked with those of the “economics of welfare” 
in building any international union of national states. 


London School of Economics 
December 1952 


J. E. M. 
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I 

COMMERCIAL POLICY 


T he years in which we now live are distinguished, inter¬ 
nationally, by attempts to build economic and political 
systems on a wider basis than the nation-state. The years 
between the two world wars probably marked a watershed 
of ideas. On the one hand, in this period the nineteenth- 
century principle of nationalism was carried to its ex¬ 
treme limit, if not to a reductio ad absurdum, with the 
creation of the splinter states in Europe. On the other 
hand, it was this period which saw the institution of the 
League of Nations, the International Labor Organization, 
and the Bank for International Settlements; and during 
this period ideas for what may be called “institutionalized 
international co-operation” were widely and seriously 
discussed. Indeed, at the end of the period, with Clarence 
Streit’s movement for Federal Union, ideas for supra¬ 
national or even world government began seriously to 
compete with those for mere co-operation. 

In the few years since the second World War insti¬ 
tutionalized co-operation has advanced to a really re¬ 
markable degree. Indeed, a cynic might argue that this 
movement too has proliferated into a reductio ad absurdum. 
I wonder if we all realize how many are the international 
institutions which now, on the economic side alone, have 
some effect—small or great, for good or ill—upon our 
lives. There is the Economic and Social Council of the 
United Nations, with its various committees and com¬ 
missions, including its Technical Assistance Committee 
and its Technical Assistance Board, and its regional 
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bodies, the Economic Commission for Europe, the Eco¬ 
nomic Commission for Asia and the Far East, and the 
Economic Commission for Central and Latin America. 
There are the Bretton Woods twins, the International 
Monetary Fund and the International Bank for Recon¬ 
struction and Development, together with the General 
Agreement on Tariffs and Trade, that active shadow of 
the moribund or, rather, stillborn International Trade 
Organization. In Europe, in addition to the Economic 
Commission for Europe, there is the Organization for 
European Economic Co-operation with its offspring, 
the European Payments Union, administered by the 
Bank for International Settlements; and the Schuman 
Plan for a European Coal and Steel Community is about 
to be implemented and institutionalized. There are the 
International Labor Organization and the Food and Agri¬ 
culture Organization. We must not forget international 
bodies dealing with primary products, such as the Inter¬ 
national Wheat Council and the International Materials 
Conference. Finally, there is the economic side of the 
North Atlantic Treaty Organization. 

In addition to these more general institutions for inter¬ 
national economic and financial co-operation, there have 
been some attempts to form more compact and far-reach¬ 
ing economic unions among a more limited number of 
states, of which Benelux, the economic union between 
Belgium, the Netherlands, and Luxembourg, is the most 
notable example. But there has been some official talk 
from time to time of widening the scope of such European 
unions. A Franco-Italian customs union has been seriously 
considered. The widening of Benelux into Fritalux by the 
fusion of France, Italy, and the Benelux countries into a 
single economic union, and even a comprehensive customs 
union for the whole of free Europe, have been considered. 
Finally, as further examples of the modern feeling that 
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economically at least the nation-state needs to widen its 
scope of co-operation, I may perhaps mention three 
British entities—I hesitate to call them institutions be¬ 
cause, in the sense of having constitutions, headquarters, 
and staffs, they are in fact scarcely institutionalized at all: 
the Sterling Area, the system of British Commonwealth 
Preferences, and the Colombo Plan. 

The mere recitation of this list is, I hope, sufficient 
evidence of the extent to which our ideas have moved 
away from the purely national basis for international 
economic policies. I suggest that, in considering these 
various forms of institutionalized co-operation, one can 
disentangle six main economic objectives. 

First, there are institutions like the Food and Agri¬ 
culture Organization and the Technical Assistance Board 
of the United Nations, a main if not the main objective of 
which is to improve productivity and welfare by the 
spread of technical knowledge and skill from one country 
to another. This may well prove to be one of the most im¬ 
portant and fruitful fields for progress through inter¬ 
national economic co-operation. But it is not my present 
purpose to consider this set of problems. 

Second, there are institutions like the North Atlantic 
Treaty Organization which are concerned with the pro¬ 
vision of finance and economic resources for some common 
objective which requires governmental, as opposed to 
private, expenditure. In this particular case the common 
objective is rearmament for defense against outside ag¬ 
gression, and the problem is that of finding a way in which 
each member can make an effective and fair contribution 
to the common burden. But rearmament is not the only 
possible common activity in which these problems might 
occur. Any joint international action for the economic 
development of underdeveloped territories which was not 
based solely on commercial lending, and any joint ar- 
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rangements by which the richer countries aided the poorer, 
would come up against similar problems concerning the 
principles of efficient and just contributions to a com¬ 
mon pool and of efficient and just drawings from a com¬ 
mon pool. Indeed, this problem has already arisen as a 
result of the generous foreign aid of the United States, 
as exemplified in the work of the Organization for Euro¬ 
pean Economic Co-operation in the division of Marshall 
Plan aid; it is also involved in the consideration of claims 
by the colonial territories upon the Colonial Develop¬ 
ment and Welfare Fund of the United Kingdom. All this 
raises extremely important and interesting problems of 
economic analysis; but this also is a set of problems which 
I do not propose to cover here. 

Third, there are institutions which set out to free cur¬ 
rent payments and to remove trade barriers so as to free 
the international exchange of goods and services. Such 
are the General Agreement on Tariffs and Trade and the 
International Monetary Fund or, on the regional scale, 
the Organisation for European Economic Co-operation, 
with its program for trade liberalization; the European 
Coal and Steel Community, with its single European 
market for a particular group of products; and the 
European Payments Union. Indeed, this is a central, per¬ 
haps the central, objective of most economic unions; and 
it will be one of my main concerns to consider the problems 
which arise in trying to form a single integrated market 
for goods and services among a group of countries. 

A fourth objective of economic union, in many respects 
similar to that which I have just mentioned, is the forma¬ 
tion of a wider area over which the factors of production— 
labor and capital—may move from the less to the more 
productive employments. This has not figured so promi¬ 
nently as the freeing of trade in the existing international 
institutions. The international movement of capital is. 
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of course, an important theme of the International Mone¬ 
tary Fund and of the International Bank for Reconstruc¬ 
tion and Development, to say nothing of the arrange¬ 
ments for the more or less completely free movement of 
capital within the Sterling Area. But the freeing of the 
international movement of labor has played a very small 
part in these institutions, though the freeing of such move¬ 
ments has been an ultimate objective of particular eco¬ 
nomic unions such as Benelux, and it plays a part in the 
European Coal and Steel Community. It will be a second 
main task in these chapters to consider whether the free¬ 
ing of commerce needs to be supplemented by the freeing 
of factor movements and the implications this carries for 
domestic economic policies. 

A fifth possible function of economic union concerns 
domestic stabilization; that is to say, the preservation of 
the demand for goods and services within each country at 
a stable level which is sufficiently low, on the one hand, 
to avoid inflation and sufficiently high, on the other hand, 
to avoid mass unemployment. (At this point, I deliber¬ 
ately shirk the issue whether it is always possible to avoid 
inflation without incurring some unemployment.) Many 
of the international institutions have had something to 
say about this. The charter of the stillborn International 
Trade Organization devoted a whole chapter to it. The 
Economic and Social Council of the United Nations has 
done much to promote the co-ordination of domestic 
policies on this subject. In the interwar period the Inter¬ 
national Labor Organization, moving—some might say— 
slightly out of the center of its competence, was for long 
an honorable exception in seeing the importance of this 
matter. The Organization for European Economic Co¬ 
operation has considered the problem of removing in¬ 
flationary pressures in Europe; and one of the main eco¬ 
nomic concerns of the North Atlantic Treaty Organiza- 
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tion is the inflationary influence of rearmament expendi¬ 
tures. One of the topics which I consider here is the role 
of policies for domestic stabilization in an economic union. 

Finally, there is the problem of maintaining equilibrium 
in the balance of payments between the members of an 
economic union. This is clearly a central issue involving 
exchange rates, exchange controls, import controls, and 
foreign lending; and it has been a central objective of the 
International Monetary Fund, the International Bank for 
Reconstruction and Development, the General Agreement 
on Tariffs and Trade, the Organization for European 
Economic Co-operation, the European Payments Union, 
and the Sterling Area. 

Broadly speaking, then, the subject matter of these 
three chapters may be described as follows. We consider 
a group of countries which are coming together to form 
an economic union. They wish to raise their economic 
efficiency and so their standard of living by creating a 
large free-trade area and perhaps also by creating a large 
area within which factors of production can freely move to 
the most productive employments. They wish to do this in 
a way which is at least compatible with the avoidance of 
domestic booms and slumps and with the maintenance of 
equilibrium in their balances of payments. What are the 
minimum economic powers which they must surrender to 
the supranational or union authority? What is the maxi¬ 
mum range of economic functions that they can properly re¬ 
tain for their own national governments? 

Even this is so vast a subject that I must inevitably 
limit its scope more narrowly in order to bring it within 
the compass of three chapters. For this reason I shall 
totally neglect two fundamental aspects of the problem, 
and it should be remembered that before the reader 
attempts to draw any conclusions for practical policies 
from my analysis it will be necessary to take into account 
these neglected aspects. 
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The first aspect which I shall neglect is the effect which 
the formation of a single integrated market for goods and 
for factors of production might have upon the distribu¬ 
tion of income as among the countries concerned and also 
as among the different factors of production—land, labor, 
and capital—within each country. The formation of the 
economic union, while it had favorable effects upon pro¬ 
ductivity and the total real income of the whole area, 
might have adverse effects upon the distribution of that 
income. 

Let me dwell for a moment on this point. People in the 
United States are said to believe rather more than the 
British in an unadulterated philosophy of high production. 
Americans are said to put special stress on economic ar¬ 
rangements which give the maximum incentives for 
economic efficiency without caring so much about the 
distribution of income, on the grounds that, if the stage 
is set for more and more efficient and plentiful production, 
all are likely in the end to gain. This is, as it were, the as¬ 
sumption of these chapters. I am going to discuss what 
measures will maximize production in an economic union 
regardless of the effect of these measures upon the dis¬ 
tribution of that production between rich and poor 
countries or between rich and poor citizens within any 
country. Some, in my American audience, may be horri¬ 
fied to hear me calmly expounding the case for certain 
arrangements which, while they would increase total 
world production, might well reduce the wages of Ameri¬ 
can workers. This is merely an international application 
of the unadulterated philosophy of high production to 
which I have just referred. I, being a mid-twentieth- 
century Englishman, in fact probably put at least as much 
stress as anyone else on the problem of “fair shares.” 
What is really needed is to supplement the measures for 
economic efficiency which I shall discuss with measures for 
obtaining a reasonable distribution of income between 

B 
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classes and between countries. The international measures 
appropriate for this purpose need extensive discussion, 
which I shall not give to them here. 

There is a second very important aspect of economic 
union which I shall neglect. I shall consider only the 
economic relationships between the countries forming the 
union and not their relationships with the countries out¬ 
side the union. This is a most far-reaching simplification 
of the problem. Professor Viner has shown how the 
formation of a regional union may improve the economic 
use of the world’s resources in so far as it “creates” trade 
by enabling one member of the union to undercut the un¬ 
economic industries of another member, whereas it may 
worsen the use of the world’s resources in so far as it 
“diverts” trade by inducing one member of the union to 
purchase the products of uneconomic industries in another 
preferentially favored member rather than the products 
of the more economic industries of outsiders. If the French 
remove a duty on the import of British cars, this will 
improve the use of resources if an efficient British industry 
is thereby enabled to undercut an inefficient French one; 
but it will worsen the use of the world’s resources if it 
merely induces Frenchmen to shift from the purchase of 
American cars which are still taxed to the purchase of 
relatively inefficiently produced British cars, simply be¬ 
cause the latter are exempt from duty. By neglecting the 
very existence of countries outside the economic union, I 
shall be considering the advantageous effects of the union 
in creating trade and shall be neglecting the possibilitj' 
that the union merely makes matters worse by diverting 
trade. 

My discussion will, therefore, be most directly relevant 
if its conclusions are applied to an economic union which 
comprises a large number of large states rather than a 
small number of small states—if they are applied to an 
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Atlantic Union rather than to Benelux. Indeed, in my 
view, Viner’s analysis, to which I have just referred, pro¬ 
vides a convincing reason for preferring even a partial 
movement toward a wider economic union rather than a 
more complete movement toward a narrower union. I 
shall, however, attempt to deal in rather general terms 
with the problems of the economic relationships between 
the members of any group of countries which come to¬ 
gether to form an economic union. I shall merely suppose 
that certain unspecified countries come together for this 
purpose. I had thought of calling these countries A, B, 
and C; but that leads to a very obscure form of exposition. 
So I am going to call them America, Britain, and Conti¬ 
nental Europe instead—which has for me the added ad¬ 
vantage of representing the sort of group which I person¬ 
ally would like to see united and for my American audience 
the added advantage of prompting them to apply my 
principles to themselves as well as to others. But my 
America, Britain, and Continental Europe are essentially 
alphabetical abstractions. It is the general principles of 
economic union rather than their application to a par¬ 
ticular union which I intend to examine. 

We suppose, then, that certain unspecified countries 
come together to form an economic union. I shall devote 
this first chapter to the problems involved in the creation 
of a single free-trade market for their products. In gen¬ 
eral, there are two ways in which this may raise their 
standards of living, namely, by what I shall call the 

optimization of trade” and the “maximization of pro¬ 
duction.” 

Let us consider first the optimization of trade. Let us 
suppose that in America there is a plentiful supply of 
foodstuffs but a less plentiful supply of clothing and that 
m Britain there is a relatively small supply of foodstuffs 
and a large supply of clothing. It might then be that 
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Americans would all be willing to give up quite a lot of 
foodstuffs for a little more clothing, while the British 
would be willing to give up quite a lot of clothing for a 
little more foodstuffs. This is a case which we may de¬ 
scribe by saying that the marginal utility to consumers 
of foodstuffs relative to that of clothing is higher in Britain 
than in America. In these circumstances, if there is a free 
consumers’ market for food and clothing in both countries, 
the price of food will be lower relative to the price of 
clothing in America than in Britain. Free trade between 
America and Britain would then lead to the export of food 
from America to Britain to take advantage of the relative¬ 
ly higher price in Britain, and the export of clothing from 
Britain to America to take advantage of the relatively 
high price of clothing in America. And this would lead to 
an improvement in the position of the consumers in both 
regions, since ex hypothesi American consumers are willing 
to give up much food for a little more clothing and British 
consumers are willing to give up much clothing for a little 
more food. It is to be observed that this advantage from 
trade does not depend upon any shift of productive re¬ 
sources in America or in Britain. Both can gain even 
though both go on producing unchanged amounts of food 
and clothing. Free trade can thus lead to a gain in welfare 
for both countries through what I shall call the “optimiza¬ 
tion of trade,” provided that the market prices of the 
products which are charged to consumers within each 
trading country correspond to the marginal importance 
of those products to the consumers in that country. 
To put this more precisely for those of my readers who are 
economists: the necessary condition is that the ratio of 
the food price to the clothing price charged to the con¬ 
sumer in each country should be equal to the ratio of the 
marginal utility of food to the marginal utility of clothing 
to consumers in the same country and that the goods 
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should be freely tradable between the two countries at 
this same price ratio. 

So much for the optimization of trade. Let us next 
consider the maximization of production. Suppose that 
the amount of additional effort which is required to 
produce more clothing relative to the amount of additional 
effort required to produce more food is much higher in 
America than in Britain. In these conditions America 
and Britain combined would have more food and more 
clothing if in America resources were shifted from pro¬ 
ducing clothing to producing food and if in Britain re¬ 
sources were shifted in the opposite direction. In America 
little clothing would be lost and much food gained, and 
in Britain little food would be lost and much clothing 
gained. 

Now, if market prices in America and Britain corre¬ 
spond to costs of production, free trade will also bring 
about this increase in production. In America the cost, 
and, therefore, the price, of food is low and that of clothing 
is high, and vice versa in Britain. Cheap British clothing 
would be imported into America; this would lower its 
price in America. At the same time cheap food would be 
exported from America, which would reduce the amount 
available in the American market and thus tend to raise 
the price offered for food in America. Resources in America 
would thus tend to be shifted from the relatively un¬ 
profitable production of clothing to the more profitable 
production of food. The opposite would be happening in 
Britain. These shifts of resources would go on so long as 
it was possible to increase the production of both com¬ 
modities simultaneously by further specialization between 
the two areas. Thus free trade would tend to maximize 
the production of the two areas combined, provided that 
the market price offered to producers of each product in 
each country corresponds to the cost of production of 
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each product in each country. More precisely, for the 

economists among you, this condition will be fulfilled if 

the ratio of the food price to the clothing price received 

by producers in each country is equal to the ratio of the 

marginal social cost of food to that of clothing in the same 

country, and if the goods are freely tradable at this same 
price ratio. 

Thus the above arguments for free trade—the optimiza¬ 
tion of trade and the maximization of production—rely 
throughout upon the assumption that prices correspond 
to marginal utilities to consumers and marginal costs to 
society. Anything which seriously interferes with these 
relationships inside a country will thus diminish the ad¬ 
vantage to be gained from international trade. Such inter¬ 
ferences may be grouped under three heads. First, there 
may be a divergence between costs to private producers 
and costs to society, as when a private producer does not 
have to pay for the smoke nuisance which he causes. 
In such a case free trade will not necessarily lead to the 
maximization of production. Suppose that in America 
the production of more food unavoidably involved some 
disadvantageous social consequence—such as soil erosion 
—and that this was not the case to the same extent in 
British agriculture. Then the production of food in 
America might well appear to be cheaper to the individual 
American farmer than it was in effect to the world as a 
whole. It is only if the price offered for each product 
corresponds to the true social cost of producing it (i.e., 
the cost which includes the value of any indirect hurt to 
society as well as the out-of-pocket expenses of the indi¬ 
vidual producer) that free trade will maximize production. 
Correspondence between prices and the private cost of 
production (i.e., the mere out-of-pocket expenses of the 
individual producer) is not enough. Cases in which pro¬ 
duction involves indirect hurts to society of this kind we 
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shall describe as cases in which there are “social dis¬ 
economies” of production; in these cases, social costs 
exceed private costs. There may be opposite cases (as 
when a private commercial afforestation scheme improves 
the climate for others of agricultural production in the 
neighborhood) where the private producer bestows an 
indirect benefit upon society for which he obtains no 
pecuniary reward. We shall describe such cases as cases 
of “social economies” of production; and in these cases 
private cost will, of course, exceed social cost. 

Second, state action itself may lead to a divergence 
between prices and costs. For example, a national govern¬ 
ment by imposing a domestic tax on the consumption or 
production of a particular commodity, may raise the 
price paid by the consumer of the commodity above the 
price received by the producer of it. 

Third, a monopoly of producers by restricting output 
and sales may create an artificial scarcity of the product 
and so raise the price which consumers will offer for it 
above the cost of its production. Or a monopoly of buyers 
of, for example, a certain type of labor in a certain region, 
by restricting output and employment may artificially 
limit the opportunities of employment and thus depress 
the wage received by labor below the price offered by 
consumers for its product. In either case, prices will be 
raised above costs. 

Now it is a familiar argument in favor of free trade 
that it will in fact reduce the scope of monopoly. When 
sellers in one country have to compete freely with sellers in 
others, and when purchasers in one country have to 
compete freely with purchasers in others, the possi¬ 
bility that any individual seller or buyer will be able to 
influence the price of the good or service in which he is 
dealing will be reduced. The addition of the 100 million 
tons of American annual steel output to the 15 million 
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tons of British output and the 35 million tons of output 
in free Continental Europe would certainly help to build a 
competitive market for each consituent part of the total 
output. This is a quite separate argument in favor of a 
large free-trade area, additional to the argument which I 
have already put forward. A large free-trade area will 
itself help to improve the efficiency of the domestic eco¬ 
nomic system by working as an effective antimonopoly 
device. But it will also reinforce the arguments which I 
have given for free trade by making it less probable that 
the analysis will be rendered inapplicable through the 
existence of monopoly. 

Nevertheless, even in a regime of free trade, monopolis¬ 
tic elements may exist; divergences between private and 
social costs may exist; and national government may be 
taxing and intervening in markets for the purpose of 
raising revenue and for other reasons. Remembering this, 
let us now turn from this tedious analysis and apply it 
to the problem in hand. 

Our unspecified group of countries have come together 
to form an economic union in order to increase their 
economic efficiency and their general standards of living 
through the creation of a large, single, integrated market 
for their products. They hope thereby to optimize trade 
and to maximize production. What economic powers and 
functions must each constituent national government 
surrender for this purpose? 

Let us start with a glimpse of the obvious. The na¬ 
tional governments must give up the use of the mani¬ 
fest straightforward interferences with international trade 
like import duties, export duties and subsidies, quantita¬ 
tive restrictions on imports and exports, and exchange 
controls which prevent imports and exports by preventing 
the transfer of payments for such trading transactions. 
This is all patent. But I would in passing like to note the 
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fact that to give up the use of quantitative controls over 
imports and of exchange controls over current payments 
will remove one of the main devices at present used by 
national governments to maintain equilibrium in their 
balances of payments. The members of our economic 
union will have to find some other mechanism for main¬ 
taining external balance between their economies; and I 
shall try to tackle this problem in my second chapter. 

Apart from these evident interferences with the trade 
between them, the national governments of the members 
of the union will have to forsake those rather less overt 

devices which are, nevertheless, equally destructive of 

# 

international trade and which have in fact been devised 
with the main, if not the sole, purpose of protecting a 
domestic industry. High on this list are such things as 
domestic mixing regulations which force a cinema ex¬ 
hibitor to mix a certain proportion of homemade films 
with imported films or a user of rubber to mix a certain 
proportion of the homemade synthetic article with the 
imported natural product. 

But there are many other devices. We have all heard of 
customs procedures which in fact keep out imports. Con¬ 
sumers may prefer home-laid to imported eggs, if the 
product of the foreign hen is normally subject to a suffi¬ 
cient degree of bureaucratic delay in the customs house. 
Requirements about quality which are ostensibly demand¬ 
ed on grounds of public health may in fact be devised so 
as to give an advantage to the home product; etc. Ameri¬ 
can experience with disguised barriers in interstate com¬ 
merce provides examples of some of the difficulties of 
preventing “local” governments from adopting a pro¬ 
tective policy even though a “central” constitution or 
authority may forbid it. The problem is clearly one with 
which the central authority of any economic union would 
have to wrestle; and the draftsmen of the charter of the 
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stillborn International Trade Organization and of the 
General Agreement on Tariffs and Trade have in fact 
made a valiant first attempt to do so. 

I shall now turn to a discussion of the extent to which 
the national governments of the members of our eco¬ 
nomic union would have to surrender powers over matters 
which are more normally regarded as being primarily of 
domestic concern. I could find examples from many differ¬ 
ent lines of policy, but I want only to consider a very few. 
To illustrate the main points which I want to make, I 
have chosen two quite separate problems of domestic 
policy. The first is the problem of state trading, including 
the socialization or nationalization of particular industries. 
The second is the question of the use of the fiscal instru¬ 
ment of indirect taxes and subsidies to achieve various 
objectives of domestic policy. 

Now, in so far as state trading is introduced simply as 
an alternative means of restricting imports of the state- 
monopolized products, clearly it falls into the same 
category as tariffs and import licensing; and it can have 
no place in an economic union whose purpose is to form a 
large, integrated, free market. But this unfortunately 
does not cover the whole of the problem. 

Let us suppose that in Britain the coal-mining indus¬ 
try has been nationalized and that coal is exported to other 
parts of our economic union. Must the industry be de¬ 
nationalized in order to provide a large, integrated, and 
free market for coal throughout the union? 

An alternative arrangement might be tried. Suppose 
that the obligation was laid upon those in charge of the 
nationalized coal mines that they should charge the same 
price for coal to consumers in the other parts of the union 
as to their own domestic consumers and that they should 
freely satisfy the demand for coal at that price in both 
markets. This would, of course, impose upon them the 
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necessity of using the price charged for coal as the means 
of equating the total foreign and domestic demand for 
coal to the current output of coal, raising or lowering the 
price as demand ran ahead or fell behind the current 
supply. 

This rule would not be quite so simple to apply as may 
at first sight appear to be the case. In judging whether the 
price charged to the foreigner was in fact the same as the 
price charged to the home consumer, at least three awk¬ 
ward facts would have to be considered. First, coal is not 
just coal. It varies in size, thermal efficiency, and many 
other qualities; and it may be that coal of one quality 
from one coal field is exported while coal of another quality 
from another coal field is provided for home consumption. 
Second, orders may be given in bulk for coal for export 
and in smaller parcels for home consumption, or vice versa. 
There may be real differences in the costs of distribution 
to the two markets. Third, the supply of the coal to the 
two markets may require different railway hauls. Now 
railways themselves are likely to be monopolistic and for 
that reason either nationalized or subject to public control. 
To this extent the problem whether a fair cost of trans¬ 
port is charged to both foreign and domestic consumers 
raises in the railway industry exactly the same type of 
problem which is under discussion in the coal-mining 
industry. 

The application of a nondiscriminatory price rule to the 
nationalized coal-mining industry in Britain would there¬ 
fore raise difficulties; but it might not be impossible to 
achieve an approximation to the principle that coal should 
be sold freely by the nationalized industry in both the 
home and the foreign markets at the same price. But what 
of the principle itself? 

The first point to realize is that, if it were applied uni¬ 
versally throughout the union, it would lead to the opti- 
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mization of trade. The price of coal—legitimate trans¬ 
port costs apart would be the same for all consumers in 
every part of the union. If the same were true of other 
tradable products, then the ratio of the price and so of the 
marginal utility of coal to that of any other tradable 
product would be the same to a consumer in one part of 
the union as to a consumer in any other part of the union. 
Trade would be optimized. 

The above argument, it will be remembered, rested 
upon the assumption that there was a free consumers’ 
market for the nationalized coal both in Britain and in the 
rest of the economic union. But suppose that the British 
authorities kept down the price of the nationalized coal 
to domestic consumers by a system of price control and 
rationed the available supplies for which the total demand 
now exceeded the supply. It is not necessary for our pur¬ 
pose to inquire why they do so—whether it be to keep 
down some cost-of-living index number in order to prevent 
an inflation of money wage rates or whether it is part of a 
policy of fair shares to enable the poor to obtain as much 
coal as the rich. All that matters for our present purpose 
is that they do it. It is part of their domestic economic 
program. 

Now the price in the controlled market no longer meas¬ 
ures the marginal utility of the nationalized coal to the 
domestic consumers; the ratio of marginal utility to price 
is higher in the case of coal than in the case of other com¬ 
modities in Britain. The optimization of trade no longer 
requires the charging of the same price to foreign con¬ 
sumers in the free market of the rest of the union as to 
domestic consumers in the controlled and nationalized 
market. On the contrary, theory tells us that the price 
charged in the foreign free market should be the same as 
what the domestic market price would be for the amount 
of coal at present sold there if the price were free instead 
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of being controlled. The optimization of trade demands 
that a higher price should be charged in the foreign free 
market than in the domestic controlled market. But how 
much higher? There is the rub. Who is to judge what the 
price would be which would equate the domestic demand 
to the given domestic supply? The British authorities in 
charge of the nationalized coal industry might be tempted 
to discover that the price which would equate demand to 
the given supply in the home market happened to coin¬ 
cide with the price which would enable them to screw 
the most out of their unfortunate fellow-members in the 
rest of the union. If, however, the decision is left to the 
union authorities, they, unaided in their remoteness, will 
have to make a market estimate which would be difficult 
enough for the experts most closely connected with the 
domestic nationalized market for coal. 

Having looked this difficulty squarely although briefly 
in the face, let us turn our attention to the case where the 
consumers’ market for coal in the nationalizing country 
is not controlled. In this case the rule against price dis¬ 
crimination as between domestic consumers and those in 
other parts of the union would, as we have seen, suffice 
to optimize trade. But it would do nothing to maximize 
production. Our previous analysis leads to the conclusion 
that free trade will lead to the maximization of production 
only if in each trading country the ratio between the 
social cost and the price of the product is the same for 
every traded product. Suppose—and it is a big assump¬ 
tion that the market price of every product is equal to 
its social cost throughout all industries in the rest of the 
economic union and also in every industry other than 
nationalized coal-mining in Britain. In this case, if the 
social cost of British coal is below its selling price, the 
total output of the union could be increased by a shift 
of resources into the nationalized coal-mining industry in 
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Britain and out of coal-mining in the rest of the union. 
Conversely, if the social cost of British coal were above 
its selling price, then the maximization of production in 
the union will require a contraction of the nationalized 
coal-mining industry in Britain and an expansion of coal¬ 
mining in the other parts of the union. 

It follows, therefore, that if production is to be maxi¬ 
mized as well as trade optimized within the union, those 
in control of the nationalized industry must be enjoined 
not only to charge the same price for coal in the domestic 
market as in other parts of the union but also to expand 
the output of coal so long as the price which clears the 
market is above the social cost and to contract output so 
long as the price is below the social cost. This rule will 
clearly be much more difficult for the union authorities 
to enforce than the rule against the charging of different 
prices in different markets. The rule of nondiscrimination 
in prices charged may be difficult enough; but the rule of 
equating price to social cost involves the union com¬ 
mercial authorities in estimating the social cost in the 
coal mines. Indeed, the logical conclusion would be that 
the union itself should run the nationalized coal mines. 

Some may be tempted to conclude from this that the 
best solution would be to prohibit the nationalization of 
industries altogether. But, alas, no easy solution is to be 
found along this path either. There is indeed no reason 
to believe that mere laissez faire will in all cases lead to an 
equality between social costs and prices. In some indus¬ 
tries internal economies of large-scale operations are so 
great that to be efficient they must be monopolistic, like 
a single railway system between two centers. Or there 
may be industries in which what one producer does in¬ 
directly affects the conditions of production for other 
producers. Thus the planning of one coal mine’s structure 
may affect the productivity of a neighboring mine, and 
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efficiency alone may require that at least whole coal 
fields be run as single monopolized ventures. Or there 
may be cases in which the existence of one industry in a 
given region may directly affect the conditions of pro¬ 
duction of other industries in that region, such as the case 
where afforestation or the production of hydroelectric 
power in one part of a great valley may affect the pro¬ 
ductivity of the land for other crops in some other part of 
the same valley area. 

The maximization of production through free trade 
requires that prices be brought into relationship with 
social costs. This may be achieved by laissez faire plus a 
little trust-busting in markets which are at least potential¬ 
ly competitive and which are virtually free of social 
economies and diseconomies; it may require a nicely ad¬ 
justed system of taxes or subsidies on production or con¬ 
sumption in competitive markets where there are social 
economies or diseconomies; but, in those cases where large 
monopolies are inevitable if technical efficiency is to pre¬ 
vail, it will require extensive controls over prices and pro¬ 
duction policies, of which nationalization may be the 
simplest and best form. 

Indeed, we have now come full circle only to find that 

in certain circumstances the union authority might 

positively require the socialization or at least the social 

control of certain industries in order to relate price to 

cost in a way which will enable free trade to lead to the 

maximization of production. Here, I fear, I must leave 
this issue. 

Let me turn now from consideration of the place of 

state enterprise in our economic union to the problem of 

the fiscal policies of the member-states. I need not take 

long about this because the problems can be tackled on 

essentially the same lines as those on which we have just 
treated state trading. 
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National taxes on production or on income, provided 
that they are levied on all home products or on all in¬ 
comes earned in all industries and occupations within the 
country, will not upset the effect of free trade in optimizing 
trade or in maximizing production. They will not cause the 
price charged to consumers for any tradable products in 
the taxing country to diverge from the price charged to 
consumers for the same product in other parts of the union. 
Trade will in consequence be optimized. It is true that 
they wilt reduce the net price received after payment of 
tax by the producers in the taxing country below the net 
price received for the same products in other parts of the 
union. But the net price received by producers will be 
reduced equally for all products. The ratio between the 
net prices offered to producers for any two tradable com¬ 
modities will therefore continue to be the same in the tax¬ 
ing country as in the rest of the union. Production will in 
consequence continue to be maximized. 

Nor will general taxes on the consumption of goods and 
services disturb the optimization of trade or the maximiza¬ 
tion of production provided that they are levied indiffer¬ 
ently on all goods and services and on home-produced as 
well as on imported elements in consumption. In this 
case the tax will cause no divergence between the net 
price received by the producers of any tradable product in 
the taxing country and the net price received by the pro¬ 
ducers of the same product in other parts of the union. 
Production will therefore be maximized. In this case, it is 
true, the prices charged to consumers will be higher in the 
taxing country than in the rest of the union. But the 
prices of all tradable products will be raised equally. 
The ratio between the prices charged to consumers in the 
taxing country for any two tradable products will remain 
the same as in the rest of the union. Trade will continue 
to be optimized. 



COMMERCIAL POLICY 


23 


It is sometimes argued that even in the case of general 
taxes of this kind, which include of course compulsory 
contributions to social insurance schemes, sales taxes, 
and the like, the levels of taxation must be brought to an 
equality in any economic union. Otherwise, it is argued, 
the costs of production including tax in the taxing country 
will be raised above those in the rest of the union, and the 
taxing country’s trade will thereby be subject to an arti¬ 
ficial obstacle from which the trade of the rest of the union 
is exempt. But this is to fall into the error of applying 
absolute instead of comparative costs to international 
trade. Provided that the exchange rates between the cur¬ 
rency of the taxing country and the currencies of the other 
countries are properly adjusted to take account of differ¬ 
ences in such tax levels as well as of differences in other 
internal costs, there need be no obstacle to balanced 
commerce of a kind which will both optimize trade and 
maximize production. 

But the story is very different in the case of a less gen¬ 
eral tax which falls on the production or on the consump¬ 
tion of one particular commodity without falling on the 
production or on the consumption of other tradable com¬ 
modities. (I shall confine my remarks to taxes on pro¬ 
duction or consumption. With suitable changes the analy¬ 
sis could, of course, be equally well applied to subsidies.) 
A tax on the domestic production of a particular product 
will not disturb the equality of prices charged to con¬ 
sumers for that product in all parts of the union. It will 
not disturb the optimization of trade. But it will lower the 
net price received for that product by the producers in the 
taxing area below the price received for the same product 
in other parts of the union. And since in this case the 
lowering of the price received by the producers is con¬ 
fined to this particular product, it will disturb the maxi- 
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mization of production. It will tend to drive resources 
uneconomically out of this line of production in this region. 

On the other hand, a tax on the domestic consumption 
of a product is compatible with the maintenance of a 
single level throughout the union of the price offered to 
producers for the product, but it is of course incompatible 
with a single level throughout the union for the price 
charged to consumers. It will tend therefore to disturb 
the optimization of trade. It will tend to discourage 
consumers in this particular county from consuming this 
particular product. 

Theoretically, therefore, national taxes or subsidies on 
the production or consumption of particular products 
ought to be banned in our union, unless they are needed 
to offset some other imperfection in the market mecha¬ 
nism. For example, a properly adjusted tax on some com¬ 
modity in whose production there is a social diseconomy 
and in the case of which private cost is, therefore, below 
social cost would merely raise private cost up to social 
cost and thus improve the position. But this is a difficult 
distinction to draw. In the United Kingdom the con¬ 
sumption of wine is heavily taxed and that of milk sub¬ 
sidized. Is this an inadmissible interference with the opti¬ 
mization of trade and, incidentally, an indirect protec¬ 
tion of a home industry, since milk is home-produced and 
wine imported? Or is it a legitimate case of social econo¬ 
mies and diseconomies to encourage the feeding of milk 
to British babies at the expense of the drunkenness of 
British fathers? And who, pray, but Her Majesty’s 
Government in the United Kingdom is competent to 
decide such an issue? 

I have deliberately taken as an illustration a case which 
one would probably want to leave in the jurisdiction of 
the national governments. But where is one to draw the 
line? 
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The first difficulty arises in the definition of a com¬ 
modity. Milk and wine are very different, and mothers 
may not often stop to weigh up the prices of the two 
beverages before deciding which to put into the baby’s 
bottle. But, to go to the other extreme, what if the govern¬ 
ment of the island kingdom from which I come should 
define as one commodity beer which has been rendered 
noxious by the disturbance of a sea voyage and, as 
another, beer which has not been so disturbed, and should 
tax the former and subsidize the latter? This would clearlv 

V 

be an illegitimate protective device. Somewhere in be¬ 
tween the line must be drawn. The central authorities of 
our economic union must have some power to restrict such 
abuses, either by the drawing-up of a restricted list of 
groups of commodities so that all products that fall under 
any one heading on the list must be treated as the same 
commodity for all fiscal purposes or else by the power of 
intervention in particular cases. 

A second difficulty arises in the case of levy-subsidy 
arrangements. Motorcars are after all nasty, dangerous, 
noisy things whose use is bristling with social diseconomies. 
Why not, therefore, tax their consumption very heavily? 
But the motorcar industry is a nursery for engineers, 
and its cultivation will help to build up a skilled labor 
force and technical experience useful in many other in¬ 
dustries. But this is a case of social economies. Why not 
subsidize their production? 

Consider for a moment this combination of a tax on 
the consumption and a subsidy on the production of 
motorcars. Suppose that the country concerned is an 
importer of cars. It produces a million a year at home and 
imports a million a year. A tax of $100 a car on the con¬ 
sumption of two million cars would raise a revenue of 
$200,000,000, which would enable a subsidy of $200 to 
be paid on every car produced at home. So far as the home 
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producers are concerned the consumption tax of $100 
offsets one-half of the production subsidy of $200, leaving 
a net subsidy of $100. The arrangement is, therefore, 
exactly equivalent in its economic effect, although not in 
its administrative detail, to an import duty of $100 on the 
foreign car, the revenue from which is used to pay a 
subsidy of $100 on the home-produced article. This is, 
of course, the simplest, most obvious, and most powerful 
protective device. It would cause a divergence between 
the price charged to home consumers and the price 
charged to foreign consumers equal to the import duty of 
$100, and a divergence between the price offered to the 
home producers and that offered to the foreign pro¬ 
ducers equal to the sum of the import duty and of the 
net home subsidy, that is, of $200. If the pretext of social 
economies of production and of diseconomies of consump¬ 
tion were really bogus—and who is to judge their validi¬ 
ty?—the levy-subsidy arrangement would to these extents 
interfere with both the optimization of trade and the 
maximization of production. 

The sort of difficulties which I have been discussing in 
the last half of this chapter are by no means academic. It 
would be possible to take many examples of the sort of 
problem which I have been discussing from the experi¬ 
ence of the attempts to integrate the Belgian and Dutch 
economies into Benelux. The most notable example is in 
the field of agriculture, where in effect the task has been 
abandoned. A special protocol has enabled each country 
to maintain its own planning mechanism to valorize its 
own agricultural produce; and this has necessitated the 
maintenance of the right by each member to impose 
quantitative restrictions on the import of agricultural 
produce from its partners in so far as such restrictions are 
necessary to maintain these domestic agricultural valori¬ 
zation schemes. And I doubt whether Belgium and the 



COMMERCIAL POLICY 


27 


Netherlands are the only countries of the Western world 
which would find difficulty in applying the principles of 
the optimization of trade and of the maximization of pro¬ 
duction to their agricultural arrangements. If special 
support must be given to agricultural production through¬ 
out our economic union, this would have to be done 
through some union plan for a uniform rate of subsidiza¬ 
tion if both our two free-trade principles are to continue 
to be observed. 

There is one more major difficulty which I will merely 
mention. In the modern world many industries in many 
countries are protected in one way or another on military 
grounds, in order to possess the right sort of economic 
potential in case of war. An economic union strictly ap¬ 
plied would remove all such possibilities of protection 
on grounds of national security. In the real world a full 
economic union between an important group of states 
will never be attained unless some solution is found for 
this problem. And the only satisfactory solution is that 
the states which are members of the economic union 
should at the same time form some union for military 
defense. There must be some competent political author¬ 
ity to decide when, to what extent, and in what ways the 
rules of the economic union can be broken on legitimate 
security grounds. 

The logical conclusion from all this analysis is, I fear, 
inescapable, even if it be somewhat distasteful. In com¬ 
mercial policies which affect particular markets and in¬ 
dustries, whether this be by means of direct state con¬ 
trols or by the less direct methods of fiscal policy, the 
union authorities will have to concern themselves very 
deeply with what are often considered to be purely do¬ 
mestic issues both of economic welfare and of national 

defense. Otherwise the objective of the large integrated 
market risks frustration. 
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I do not wish to exaggerate this conclusion. Americans, 
who live in a great federal union, are really much more 
aware of the reality of these issues and of the necessity 
for compromising them than is possible for one who comes 
from a unitary state. They confront these very issues. 
Can the state governments freely socialize their indus¬ 
tries or submit them to state regulation? Can they subsi¬ 
dize and tax particular lines of production and consump¬ 
tion within the state? If so, to what extent and on what 
principles is their freedom of action subject to constitu¬ 
tional limitations? How far is there in fact a single inte¬ 
grated market for commodities in the United States? 

I suspect not quite so completely integrated as some 
Americans would sometimes have Europeans believe, 
but nevertheless much more integrated than anything yet 
experienced in Europe. But in any case the degree of inte¬ 
gration which has been achieved is due to the very strict 
limitations which the federal authority in America im¬ 
poses upon the domestic freedom of action of the state 
governments in commercial matters. My main con¬ 
clusion stands. 

In the next chapter I shall inquire whether we must 
draw the same sort of conclusion about freedom of action 
for national governments in monetary and budgetary 
policies as well. 


» 



II 

THE BALANCE OF PAYMENTS 


E arlier, I discussed the formation of a single inte¬ 
grated market in an economic union through the 
removal of barriers to trade within the union on the 
assumption that it was the intention of those forming the 
union to remove all such barriers. I merely noted in 
passing that this would involve giving up the use of 
quantitative controls over imports and over payments for 
imports as a means of preserving balance in the transac¬ 
tions between the members of the union. 

We must frankly recognize that in the modern world the 
methods of import licensing and exchange control have 
become the normal method of adjustment of balances of 
payments. When any country or group of countries 
nowadays is confronted with payments difficulties, its 
most typical reaction is to tighten up its import licensing 
or its exchange controls. Is there in the modern world 
any practicable alternative mechanism for adjusting 
balances of payments other than variations in such direct 
controls? Unless we can find a really effective alternative, 
any attempt to form a free-trade economic union will be 
in vain. I shall accordingly proceed as follows. I shall 
imagine an economic union in which there are no direct 
controls over trade or current payments—I reserve the 
question of controls over capital movements for my next 
chapter—and I shall ask how in such a union it would be 
possible to deal with the problem of payments between 
the members of the union. I shall consider the three 
methods which in principle, I think, exhaust the alterna- 

29 



30 


PROBLEMS OF ECONOMIC UNION 

tives to the use of direct controls over trade and payments. 
First, the country which has an excess of payments to 
make to other countries over its receipts from other 
countries (I shall call such a country a “deficit” country) 
may be able to use some special fund of gold or of foreign 
currencies to meet its net payments to the “surplus” coun¬ 
tries which have an excess of receipts over payments in 
their international accounts. Such a fund may even be 
specially provided by the surplus to the deficit countries 
for this very purpose. I shall call this the principle of “ac¬ 
commodating finance.” The second method of regaining 
international equilibrium involves the deflation of money 
incomes, costs, and prices in the deficit regions of the 
union and their inflation in the surplus regions. The insti¬ 
tution of a common currency for our economic union is a 
special case of this second alternative. The third method 
is the variation of rates of exchange between the national 
moneys of the member-states. 

The first of these, the provision of accommodating 
finance by the surplus to the deficit members, need be 
mentioned only to be dismissed. It would be technically 
possible for the surplus members of the union to continue 
to provide from their surpluses the foreign exchange re¬ 
quired to finance the deficits of the deficit members. There 
are a large number of different ways in which this could 
be organized: as in the case of Marshall Plan aid by direct 
grants from the governments of the surplus members to 
the governments of the deficit members, or as in the 
case of some payments agreements by the provision of 
unlimited credits by the central banks of the surplus 
members to the central banks of the deficit members, or 
by the institution of some central clearing union such as 
the European Payments Union with which the surplus 
members accumulate credits and the deficit members 
debits. As a short-term measure like Marshall Plan aid 
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or as a permanent but limited supplement to foreign- 
exchange reserves like the quotas in the International 
Monetary Fund, the finance of the deficits of the deficit 
members through funds specially provided by the surplus 
members is a feasible arrangement. But as a continuing 
device for meeting a permanent balance-of-payments 
problem it is really unthinkable. 

This is not necessarily to argue against permanent 
schemes whereby the poorer countries might receive aid 
from the richer. Nor is it to argue against permanent 
schemes for a common financial pool for common objec¬ 
tives like military defense, into which the rich countries 
would pay more than the poor and from which the coun¬ 
tries with large national rearmament programs would 
draw more than those with small programs. Such ar¬ 
rangements would involve the continuing transfer of 
funds from the governments of certain states to the gov¬ 
ernments of other states. But the continuing finance of 
the deficit of a deficit country from the surplus of a surplus 
country would not necessarily involve a transfer from the 
rich to the poor or from those who ought on any reason¬ 
able grounds of wealth or advantage to pay to those who 
are properly entitled to receive. Deficit countries may be 
rich and surplus countries poor. There are periods in the 
Sterling Area when the colonial territories are in surplus 
on their balances of payments because their products are 
m high demand and when the United Kingdom is in deficit 
on its balance of payments—perhaps precisely because the 
price of its imports of such products has greatly risen. 
At such times the sterling balances of the colonial terri¬ 
tories pile up. They are lending to the United Kingdom the 
funds necessary to cover the disequilibrium in the balance 
of payments. But no one would for a minute conceive it 
appropriate to leave the mechanism like that if a perma¬ 
nent disequilibrium of this kind were to arise. It would be 
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a colonial development and welfare fund in reverse. The 
poor would be financing the rich. 

Moreover, a system whereby all deficits of deficit coun¬ 
tries were permanently and automatically financed by 
the surpluses of surplus countries would encourage domes¬ 
tic inflations in the countries concerned. By engineering 
the greatest and most successful domestic inflation, a 
country would generate the largest demand for imports 
and the smallest availability of its own products for export. 
It would succeed in having the largest balance-of-pay- 
ments deficit and thereby in receiving the largest amount 
of foreign aid. Marshall Plan aid in its earliest form was 
allotted to countries largely in accordance with their 
needs as judged by their balance-of-payments difficulties. 
It was soon considered that this might give unwise in¬ 
centives to national governments. Those who by austerity 
and good management cut down their demands for im¬ 
ports and increased their supplies of exports would be re¬ 
warded by seeing their Marshall Plan aid transferred to 
the others who had continued to live more riotously. 

Let us turn, then, from the indefinite provision of ac¬ 
commodating finance to the method of domestic inflations 
and deflations, of which the old gold standard was the 
type. The principles of operation of this method are of 
course very familiar. The deficit members of our economic 
union will be losing reserves of gold or of other interna¬ 
tional means of payment to the surplus members. So long 
as this continues, each deficit member deflates its money 
income, money prices, and money costs, and each surplus 
member inflates its money incomes, money prices, and 
money costs. The rise in the price of imports in the deficit 
member combined with the fall in its money income and 
in the price of its own home produce will cause a decline 
in its demand for imports. The reverse process will be 
expanding the demand for imports in the surplus member. 
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If, but only if, these shifts in demand are on a sufficiently 
extensive scale, the disequilibrium in the balance of pay¬ 
ments will be removed. 

The mechanism depends fundamentally upon domestic 
deflations in the deficit countries combined with domestic 
inflations in the surplus countries. It would be essential 
that this principle should be allowed, or indeed made, to 
work. People in the United States would have to give 
up considering whether they are suffering from an in¬ 
flation which on domestic grounds should be controlled. 
They have a surplus on the balance of payments and would 
therefore have to inflate without reserve. In the United 
Kingdom they have a deficit and would have to deflate, 
even if they suffered from heavy unemployment. If this 
mechanism is to work, it is essential that the national 
governments of the member-states should cease to use 

their financial policies for the purpose of domestic stabili- 
zation. 

But in the modern world it would certainly not suffice 
merely to remove from the national governments of the 
member-states the design of domestic stabilization policies. 
Something would have to be done by the union authorities 
to offset or to prevent general booms and slumps through¬ 
out the union. In modern economic conditions this would 
be desirable on purely economic grounds which are too 
familiar to need repetition. In modern political conditions 
it is also, I am glad to say, a sine qua non without which 
countries would be unwilling to participate in any eco¬ 
nomic union. We will return to this point in due course. 

Suppose, however, that we could get over this problem. 
As we have seen, the mechanism depends essentially 
upon deflation in deficit regions combined with inflation 
m surplus regions of the union. This will result in un- 
emp oyment, low production, and reduced standards in 
the former regions unless money costs, and in particular 
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money wage rates, are sufficiently flexible in a downward 
direction. It will also result in the evils of suppressed in¬ 
flation in the surplus regions—store shortages, rationing 
and allocations, or breakdowns due to bottlenecks— 
unless the inflation of demand is there allowed to lead to 
an upward movement of money prices and money costs. 

Whether or not this type of solution should be adopted 
depends, therefore, upon whether or not there is likely to 
be sufficient flexibility of money costs and, in particular, 
of money wage rates, in the different constituent parts 
of our economic union. But what does one mean by suffi¬ 
cient flexibility of money costs? There are two broad 
groups of factors to be considered. A given degree of 
wage flexibility is the more likely to be sufficient, first, the 
smaller the shifts in demand which are to be expected 
within the union and, second, the smaller the change 
in regional prices and costs required to cope with any 
given shift of demand. 

On the first score, the outlook at present is unpromising. 
In the modern world there are liable to be rapid and sud¬ 
den shifts of demand from guns to butter and from butter 
to guns. Technical progress is rapid in the invention of new 
products and in altering the relative costs of old products. 
It would be criminal in present-day conditions to build 
an economic union on the assumption that the member- 
states are not likely to have to face any considerable 
shifts of demand for their products. 

On the second score—the extent of any changes in 
money costs that will be needed to meet any shifts of 
demand and supply—the prospect has also been held 
to be very unpromising. Big adjustments of balances of 
trade can be brought about with relatively small adjust¬ 
ments of money prices and costs only if a change in the 
price of imports relatively to the price of home-produced 
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products in the various countries causes a large change 
in the volume of imports demanded. A number of recent 
statistical inquiries have suggested that these sensitivities 
of demand to changes in price are not very high. But 
there are some grounds for questioning the force of their 
conclusion. The results have been shown on technical 
statistical grounds to be unreliable and are likely in fact 
to be biased in the direction of underestimating the real 
sensitivity of demand to price changes. 

But, apart from this technical statistical criticism, it 
is questionable whether the computations under examina¬ 
tion are directly relevant to our present problem. First, 
they have all set out to measure the sensitivity of demand 
in fairly recent past periods when trade barriers were al¬ 
ready many and important, whereas what we need to 
know for our purpose is how sensitive these demands 
would be in a free-trade economic union. Second, the 
statistical computations have, almost without exception, 
set out to measure short-run sensitivities of demand to 
price changes, where for our purpose we must allow for 
the longer-run effects of changes in price relationships. I 
must say something about both of these points. 

In our economic union there would be no licensing of 
imports on balance-of-payments grounds and no tariff 
or other barriers imposed for protective reasons. In these 
conditions the efficacy of a change in local prices and 
costs in adjusting the balance of payments between differ¬ 
ent parts of the union would be immensely increased. 
Consumers in the inflating surplus regions could readily 
and easily switch their demand away from their own prod¬ 
ucts which were becoming more and more expensive onto 
the ever cheapening products of the deficit regions. The 
removal of trade barriers would itself make it much easier 

for the channels of trade within the union to adjust them¬ 
selves to changes in relative local prices. 
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This ease of adjustment would be still further increased 
if certain other principles were recognized within our eco¬ 
nomic union besides the straightforward removal of trade 
barriers. I will mention only two such points. Freedom 
of movement of labor between the deficit and surplus 
regions of the union would also make it possible to achieve 
a given adjustment of the balance of payments with a 
smaller change in relative prices. When the decline of 
money wage rates or the rise in unemployment starts in 
the deflating region and when the rise of money wage 
rates or the excess demand for labor develops in the in¬ 
flating region, labor might move from the former to the 
latter. The more readily it moved, the less need be the 
local changes in money rates to restore equilibrium to 
the balance of payments. I shall consider this problem of 
labor migration within the union in my next chapter. 

A second factor would be the application of the prin¬ 
ciples of multilateralism to all monetary transfers be¬ 
tween the members of the union. There are in any case 
likely to be important monetary transfers. Long-term 
capital funds may be moving from one member to another 
for developmental purposes. Or the members of the union 
may be carrying out some joint defense plan which in¬ 
volves the payment of military aid from one member to 
another. If balances of payments are to be capable of ad¬ 
justment without too great an adjustment of relative 
money wage rates, it is important that these money 
transfers should not be tied to the physical products of 
any one member. Suppose that one member is providing 
military aid to another. The receiving member may be 
spending the money on weapons or supplies produced by a 
country with a surplus on its balance of payments. When 
the prices and costs of the surplus country’s products go 
up and those of some other deficit country go down, the 
member which is receiving military aid may now shift the 
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expenditure of part of its military aid away from the ex¬ 
pensive supplies of the surplus country onto the cheaper 
supplies of the deficit country. If it were a rule that all 
money transfers were untied and could be spent in the 

cheapest market, an important new flexibility would be 
introduced. 

But even if all trade barriers were removed and all 
monetary transfers within our economic union were 
untied, the adjustment of trade flows to changed price 
relationships is bound to take time. A rise in the price of 
imports relatively to home-produced products will have 
its full effect in reducing the quantity of imports demanded 
in the importing member-country only when consumers 
have realized the implications of the changed price re¬ 
lationship and have adjusted their expenditures and 
modes of consumption to it, and when productive re¬ 
sources have been shifted so as to make at home the prod¬ 
ucts which can now compete with the more expensive 
imports. All this may take considerable time. In the mean¬ 
while there may be little reduction in the country’s de¬ 
mand for imports with the result that the immediate 
effect of the increased price of imports may be merely to 

increase the strain on the balance of payments of the def¬ 
icit country. 

This system of adjustment can therefore be expected to 
work only slowly. Accordingly, there must be some ac¬ 
commodating finance to cover deficits in the balances 
of payments during the temporary period when changed 
price relationships are working out their full effect. 

The successful working of this method of adjustment is 
thus seen to depend upon the abandonment by the na¬ 
tional governments of the member-states of the use of 
domestic financial policies for domestic stablization, the 
substitution of some effective alternative action by the 
union authorities to prevent booms and slumps through- 
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out the union, the removal of barriers to trade and the 
untying of monetary transfers between the members of 
the union, and the provision of large-scale reserves or 
other sources of finance to accommodate temporary defi¬ 
cits in the balances of payments between the members of 

the union. 

Now there is one form of this method of adjustment 
which may seem especially appropriate for an economic 
union. I refer to the institution of a single currency for all 
the members of the union. It is a matter of common ob¬ 
servation that, as between the different regions of a single 
country which has a single currency and a single banking 
system, there do not arise balance-of-payments crises 
requiring direct control over the trade and payments be¬ 
tween the regions. Why should not this principle be ap¬ 
plied to a group of countries participating in a joint scheme 
for a single currency? 

The first and obvious point to make about this pro¬ 
posal is that it claims rather too much. It is, of course, 
true that the regions of a single currency and banking 
area do not experience balance-of-payments problems as 
such. Anyone who has any money can make a payment to 
a resident of one region as easily as to a resident of an¬ 
other region. But this does not mean to say that the 
regions may not get into serious economic trouble as a 
result of shifts in demand and supply. The point can be 
well illustrated from the regions of the United Kingdom 
which before World War II were specially depressed. 
When the demand for coal fell heavily, areas like South 
Wales, which were specialized on the production of coal, 
received less than they were paying out. They lost money 
to other areas. Their income fell and the prices of their 
products fell. Their money costs, including their money 
wage rates, fell less quickly. Their industries became un¬ 
profitable. Their production was reduced, and heavy un- 
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employment resulted. Reduction in the local stock of 
money, adverse price movements causing the price of 
their export products to fall relatively to the price of 
their imports, depression and mass unemployment due to 
the deflation which was caused by their adverse balance 
of payments—here are all the phenomena which we have 
come to associate with the operation of the international 
gold standard. 

Indeed, the system of a common money is essentially 
the same as that of a system of separate national moneys 
linked together with fixed exchange rates in a regime of 
free trade and uncontrolled international payments. But 
it does nevertheless have certain very important advan¬ 
tages over such a system. First, it insures that, if an ad¬ 
justment in the balance of payments becomes necessary, 
plenty of time will be given to carry out that adjustment. 
Suppose that one member-country has a balance-of- 
payments deficit of $10 million a year with another. 
Suppose that both countries have local stocks of money 
of $1,000 million each. Supp ose further that the dis¬ 
equilibrium will have been removed when there has been 
a 10 per cent monetary deflation in the deficit country 
and a 10 per cent monetary inflation in the surplus coun¬ 
try , that is to say, when the supply of money in the former 
has been deflated from $1,000 million to $900 million and 
in the latter has been inflated from $1,000 million to 
$1,100 million. Now in the case of a true common cur¬ 
rency this means that the deficit country must lose $100 
million of money to the surplus country in order to regain 
equilibrium. But the former has a deficit of only $10 

million a year with the latter so that it can take ten years 
over the readjustment. 

But compare this with the case of a gold standard in 
which each country keeps one-tenth of its total stock of 
money covered by gold. Once again to restore equilibrium 
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the total supply of money has to be reduced by $100 
million in the deficit country and increased by $100 
million in the surplus country. But this releases only $10 
million from the former’s gold reserves and requires an 
addition of only $10 million to the latter’s gold reserves. 
The movement of gold is sufficient to cover the balance- 
of-payments deficit for one j r ear only. An adjustment 
which could previously have been spread over ten years 
must now be carried out in one year. The total amount of 
money in domestic circulation in the whole Sterling Area is 
of the order of £10,000 million and the total reserves of 
gold and dollars held by the United Kingdom in the 
autumn of 1951—these are, of course, the reserves of the 
whole Sterling Area—was about £1,000 million. People in 
the United Kingdom might well have had to be a little less 
flurried and precipitate in their policies for restricting 
imports to deal with the balance-of-payments gap if their 
gold and dollar reserves had been ten times as great as 
they were. 

But the institution of a common money of a kind to 
insure this result would be a most extensive surgical 
operation. This is obvious enough in the case of the supply 
of notes and coin. 

But there is a rather less obvious but perhaps more 
fundamental problem connected with the supply of 
bank deposits. Suppose, to take an example from the 
United Kingdom, that all the men of South Wales and 
no others bank with Lloyds Bank and all the men of 
London and no others bank with the Westminster Bank 
and that both Lloyds Bank and the Westminster Bank 
keep a 10 per cent reserve against their deposit liabilities. 

Then when the depressed area of South Wales had a 
deficit in its payments with London, men in South Wales 
would draw checks in favor of men in London. The deposits 
and the cash reserves of Lloyds Bank would go down and 

i 

i 
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those of the Westminster Bank would go up. This would 
lower the cash reserve ratio of Lloyds Bank, since its 
deposit liabilities and its cash reserves would fall by the 
same amount. At the same time the cash reserve ratio of 
the Westminster Bank would rise. To preserve their 10 
per cent cash reserve ratios, Lloyds Bank would have to 
deflate by another nine times the original payment, and 
the Westminster Bank would have to inflate bv this addi- 

4 / 

tional amount. The position would be just as bad as with 
an international gold standard with fractional gold re¬ 
serves in each country. The calm and steady adjustment 
which a real common currency makes possible will ma¬ 
terialize only if either of two conditions is fulfilled. Either 
there must be a real 100 per cent money domestically 
throughout the currency union in the sense that banks 
kept 100 per cent reserves of cash against their deposit 
liabilities, or else , if a system of fractional reserves for 
the commercial banks is maintained, there must be a union 
system of branch commercial banking, each bank being 
so widely diffused over all the regions of the union that a 
citizen of one region is almost as likely to bank with a 
given commercial bank as is a citizen of another region. 
To carry out a monetary reform which would in fact guar¬ 
antee either of these two things would require a surgical 
operation indeed. 

There is another advantage of the single-currency solu¬ 
tion which must be mentioned. The member-governments 
would be compelled to cease to concern themselves with 
national monetary or fiscal policies designed to control 
their domestic economies on purely domestic grounds. A 
deficit member would inevitably lose part of its domestic 
supply of money and would be powerless to prevent the 
monetary deflation. If it attempted to offset the mone¬ 
tary deflation by a fiscal inflation through reduced taxa¬ 
tion and increased budgetary expenditure, its increased 
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public borrowing would merely drive domestic rates of 
interest up still higher. The deflation would continue at 
its slow but inexorable rate in the deficit region until 
the deficit was in fact removed. And the opposite would 
happen in the surplus country. 

A further advantage of the single-currency solution is 
that it would automatically provide an important union 
authority with an important weapon by which a central 
attempt could be made to control booms and slumps 
throughout the union. The objective of general stabiliza¬ 
tion could be taken over from the national governments. 
For, ex hypothesis there would be some union monetary 
authority in control of the total supply of the union cur¬ 
rency. This authority could increase monetary supplies 
and lower interest rates throughout the union when there 
was a general world tendency for demand, prices, and 
employment to fall. It could restrict monetary supplies 
and thus raise interest rates when the union was threat¬ 
ened with a general inflation. 

This is important. The monetary weapon is gradually 
coming back into fashion after a period of disuse. I per¬ 
sonally welcome this. But I doubt whether it is alone 
sufficient. I believe it should be combined with the fiscal 
weapon. In order to stop a depression, it may be necessary 
to combine an increase in the supply of money with a 
reduction in taxes and an increase in government ex¬ 
penditure to get the new money actively spent on goods 
and services; and, in order to stop an inflation, it may be 
necessary to combine a reduction in the supply of money 
with an increase in taxation and a reduction in govern¬ 
ment expenditure in order to insure that the money which 
is destroyed comes from the active rather than from 
the inactive circulation. Now whether there would be 
any union authority with the power to do this or not 
will depend upon other matters which are not the direct 
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concern of this book. If the monetary union were a part 
of a federation or other form of close political association 
in which a union authority exercised important functions 
like defense, which require a large central budget and 
therefore a large central power of taxing or of requisition¬ 
ing monetary contributions, then the union authority will 
be able to exert a very considerable fiscal influence upon 
the total demand for goods and services throughout the 
union. But, if this were not the case, to give the union 
authority the necessary power to carry out an effective 
full-employment or stabilization policy for the union 
would involve giving it some powers of control over the 
fiscal policies of the national governments. They must 
all be induced pari passu to be more strict or more lax 
in their national budgetary policies according as the union 
as a whole has to fight general inflationary or deflationary 
pressures. There will be considerable difficulty in achiev¬ 
ing this while the member-governments are denied—as 
they must be under a single-currency system—the right 
and the ability to vary their budgetary policies in order to 
fight local inflations or deflations. 

The alternative to the single-currency solution is that 
the national governments should continue to be responsi¬ 
ble for the issue of their national currencies and for the 
control of their own national supplies of coins, notes, and 
bank deposits, but that the rate of exchange between the 
national currencies should be varied in such a way as to 
maintain equilibrium in their balances of payments. With 
this system each national government would be responsible 
for the general monetary and fiscal policies required to 
stabilize its own domestic economy, expanding or con¬ 
tracting demand by appropriate monetary and budgetary 
policies in order to offset undesirable falls or rises in its 
own price level or levels of output and employment. If 
such policies then led to a surplus or a deficit on the 
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member s balance of international payments, the value of 
the national currency would be appreciated or depreciated 
in terms of other currencies to the degree required to 
correct the balance of payments. 

Many of the conditions necessary for an effective work¬ 
ing of a system of this kind are the same as those which 
are necessary for the working of the system of domestic 
deflations and inflations which we have just examined. It 
is now a matter of common knowledge that a deprecia¬ 
tion of a country’s currency will improve its balance of 
payments only if the sensitivity to price changes of its 
demand for imports and of the foreign demand for its 
exports is sufficiently great—only, that is to say, if the 
changed price relationships cause a sufficiently large shift 
in the channels of trade. 

Thus the method of variable exchange rates must also 
be ruled out, and we shall be driven back upon the 
method of direct controls over imports, unless there is a 
sufficient degree of elasticity in the national demands for 
imports. But, as we have already seen, an effective re¬ 
duction of trade barriers and untying of international 
monetary transfers would introduce a much greater meas¬ 
ure of elasticity than exists at present. Certainly to rely 
on the method of exchange-rate variations when it is 
associated with the formation of a large free-trade and 
multilateral-payments union is a much less questionable 
procedure than to do so with the maintenance of the 
present apparatus of trade barriers, exchange controls, and 
tied monetary transfers. 

Now the variable-exchange-rate method has at least two 
advantages over the methods which I have just discussed. 
First rates of exchange are more easily varied than rates 
of money wages. It is incomparably easier to depreciate 
one country’s currency by 10 per cent in terms of another 
country’s currency than it is to reduce all money wage 
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rates in the former by 10 per cent in relation to all money 
wage rates in the latter. The system of variable ex¬ 
change rates can for this simple reason cope with larger 
international shifts of demand than could the alternative 
system. The latter might lead to intolerable increases of 
unemployment in the deficit country which has to deflate, 
a development which might be avoided if the deficit 
country depreciated its exchange rate instead. 

Second, the variable-exchange-rate method is compatible 
with the maintenance of policies for full employment and 
for internal balance in the hands of the national govern¬ 
ments. This is a very real advantage for two reasons. 
There may be no union authority with a sufficiently 
large budget to have those fiscal powers which are neces¬ 
sary to implement a union monetary stabilization policy ; 
and it is good therefore to leave this function with the 
national authorities which will certainly possess the 
necessary fiscal weapons. But apart from this there is, as 
I see it, some positive advantage in allowing this function 
to be exercised by a large number of independent authori¬ 
ties. Diverse experimentation has positive attractions. 
Are we any of us so cocksure about objectives or methods 
as not positively to desire experiments? Let one member- 
country try to stabilize the price level and another the 
total level of national income. Let one member-country 
try to rely mainly on monetary policy and another mainly 

on fiscal policy. Perhaps we can still learn something from 
each other. 

I will not hide my own view that in the light of these con¬ 
siderations we would be wise to rely, for the present at 
any rate, on the method of variable exchange rates rather 
than on the alternative method. Yet variable exchange 
rates have their own peculiar difficulties and disadvan¬ 
tages; and I must mention these before I close. 

Before doing so, it is necessary to distinguish carefully 
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between the various forms which a system of variable 
exchange rates may take. In the first place, there may be 
a free-exchange market in which the various national cur¬ 
rencies of the countries concerned are subject to the daily 
or hourly fluctuations of supply and demand; and this 
system may or may not be accompanied by the inter¬ 
vention of some official exchange equalization funds. 
In the second place, there may be the system envisaged 
under the articles of agreement of the International 
Monetary Fund. Under this system the value of each 
national currency is pegged to gold or to some other 
suitable international numeraire . For long periods there 
are more or less rigid exchange rates; and then from time 
to time there are large once-for-all changes in exchange 
parities in order to restore equilibrium to disordered 
balances of payments. I shall call these two systems the 
“free-exchange market” and the “adjustable peg,” re¬ 
spectively, and I shall consider the difficulties of variable 
exchange rates with reference to these two distinct meth¬ 
ods of operation. 

A first argument against a system of variable exchange 
rates is that it introduces an additional uncertainty into 
international trade. The exporter incurs his costs now in 
his domestic currency and will receive payment for his 
sales at a later date in foreign currency. At what rate will 
he then be able to convert the foreign currency into his 
own currency? That there is some disadvantage of this 
kind cannot be denied. But it is surely of secondary im¬ 
portance. There is no reason why, at any rate in the case 
of a free-exchange market, a well-organized market in 
forward exchange should not enable the exporter now to 
fix a rate with a dealer at which he can sell his foreign- 
exchange proceeds in the future. Such a development 
would remove his exchange risk. In the case of the adjust¬ 
able peg the uncertainty relates only to those periods, like 
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the summer of 1949, when it is becoming clear that one 
of the periodic cataclysmic changes may be in the offing. 
In the intermediate periods the uncertainty is small. In 
any case, if I am correct, the real choice is not between 
variable exchange rates and a free international standard 
—I do not believe that national governments will or in¬ 
deed should at present abandon their national stabiliza¬ 
tion policies—but between variable exchange rates and 
the method of direct trade controls. The impediments to 
trade due to the uncertainties of exchange-rate changes 
pale into insignificance in comparison with those due to an 
extensive system of exchange controls and import licensing. 

A more important argument against the method of 
variable exchange rates is that an exchange depreciation 
can be engineered by a national government when it is 
not really needed on balance-of-pavments grounds. The 
national government may, for example, attempt to get 
rid of domestic unemployment by devaluing its exchange 
rate, by making its exports cheap and its imports dear, 
and thus undercut its foreign competitors when it has no 
need to do so on balance-of-payments grounds. This beg- 
gar-my-neighbor method of exporting unemployment is 
a real evil, and it is certainly easier under a regime of 
variable exchange rates than with a common international 
standard. In the latter case it could be achieved only if the 
national government contrived a general reduction of all 
money wage rates and other money costs which was not 
needed on balance-of-payments grounds, simply to give 
employment by undercutting foreign producers; and an 
exchange rate is certainly easier to manipulate for this 
purpose than the general level of money wage rates. 

If exchange rates are allowed to vary, steps must be 
taken to prevent this abuse of the method. With the ad¬ 
justable peg it is necessary to make the choice of the rates 
at which to peg the various currencies a matter of concern 



48 


PROBLEMS OF ECONOMIC UNION 

to all the countries involved, so that the pegs are altered 
only when this is necessary in order to remove a “funda¬ 
mental disequilibrium” in the balance of payments of the 
country concerned. With a free-exchange market the safe¬ 
guards must take a different form. With this method na¬ 
tional governments can attempt to influence the market 
rates of exchange by intervening in the free-exchange 
markets through national exchange equalization funds or 
similar mechanisms. A national exchange equalization ac¬ 
count can, for example, purchase foreign currency with its 
national currency on a large scale even though its balance 
of payments is in equilibrium simply in order to depreciate 
its currency and thus enable its own products to undercut 
foreign products. The safeguards which are required in this 
case are, therefore, safeguards against the intervention by 
the authorities of one country in buying and selling the 
currencies of another in order to cause undesirable changes, 
or in order to prevent desirable changes, in the exchange 
rates. Instead of the exchange rate itself, it is the use of 
exchange equalization funds which becomes a matter of 
common concern. One way of achieving this might be to 
set up a large exchange equalization account under the con¬ 
trol of a union authority which would dominate if it did 
not entirely replace the national exchange equalization 
funds of the member-countries. If its system of par values 
were removed, if its resources were greatly increased, if it 
were given greater powers of taking the initiative in ex¬ 
change transactions, and if its form of management were 
suitably revised, the International Monetary Fund might 
fulfil the needed function. 

The possibility of misuse of variable exchange rates and 
of national exchange equalization accounts for the purpose 
of competitive exchange-rate depreciation was a very 
real danger in the deflationary atmosphere of the 1930’s. 

At that time each country’s main desire was to find em- 
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ployment for its unused resources and in particular for its 
unemployed labor. A method which enabled it to undercut 
other countries, to expand its exports at their expense, to 
protect its own industries from the competition of im¬ 
ports, and thereby to export its unemployment was well 
suited for this purpose. It was not prevented on foreign- 
exchange grounds, for the successful prosecution of this 
policy merely enabled a country to build up additional 
balances of foreign exchange. It need never run out of 
supplies of its own currency with which to purchase 
foreign exchange in its efforts to keep the exchange value 
of its currency unnecessarily low. 

But the present problems in the present age of full 
employment and of inflationary pressures are quite differ¬ 
ent. Countries are not seeking to undercut their neigh¬ 
bors in order to export more than they import so as to 
give employment. Rather they are seeking to import more 
than they export so as to fight inflation by means which 
do not involve cuts in domestic consumption. They would 
be little tempted to depreciate their currencies unneces¬ 
sarily. And the shortage of foreign currencies and gold 
reserves in their exchange equalization accounts puts a 
very definite limit upon their ability to rig the value of 
their currencies in the opposite direction, namely, by 
selling foreign currencies in order to overvalue their own 
currencies and thus to fight their domestic inflations and 
to raise their domestic standards by importing more than 
they are exporting. So long, therefore, as present infla¬ 
tionary pressures continue, we need be less worried by 
this particular danger of variable exchange rates. The 
danger might, of course, reappear if a general deflationary 
pressure should follow upon the present rearmament boom, 
but even so it is to be hoped that we have all now learned 
to rely more upon domestic reflation than upon the beggar- 

my-neighbor export of unemployment as the means of 
preserving full employment. 
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There remains a fundamental problem in the variable- 
exchange-rate solution, namely, the problem of specula¬ 
tion in the foreign exchanges. Let us suppose that there is a 
shift of demand away from one member-country’s products 
onto the products of another member-country so that the 
former’s balance of payments is in deficit. If either the 
single-currency or the variable-exchange-rate method is 
used, equilibrium will be restored by a fall in the deficit 
country’s prices and costs relatively to the surplus coun¬ 
try’s prices and costs, causing a reverse shift of demand 
away from the surplus country’s products back onto the 
deficit country’s products. But we have seen that this will 
take time, and there must meanwhile be some source of 
accommodating finance to fill the gap. 

With any system the ultimate source for such temporary 
finance must be the national reserves of means of pay¬ 
ment acceptable in the rest of the union. But there is a 
supplementary source of finance which we must consider, 
namely, private movements of short-term funds. 

With the common international standard, the deficit 
country must adopt a deflationary policy and the surplus 
country an inflationary policy in order to restore equi¬ 
librium to the balance of payments. For this reason there 
may be a helpful temporary movement of short-term 
funds away from the low interest rates in the surplus 
country which is duly adopting an expansionist cheap- 
money policy toward the high interest rates in the deficit 
country which is duly adopting a restrictionist dear- 
money policy. 

With the adjustable-peg mechanism this will not be so. 
On the contrary, there will be very strong forces causing 
an antisocial flow of short-term funds in the wrong direc¬ 
tion from the deficit to the surplus country. If national 
monetary policies are really being used to preserve internal 
rather than external balance, it may well be that a cheap- 
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money policy is being adopted in the deficit country in 
order to offset the internal deflation that may be caused 
there by a loss of export markets; and a dear-money 
policy may be in the process of adoption in the surplus 
country in order to fight the internal inflationary effects 
of an improvement in its balance of trade. This is bad 
enough; but it is by no means the chief reason for expecting 
an antisocial flow of private funds from the deficit to the 
surplus country. Suppose that there is a heavy and con¬ 
tinuing strain on a country’s balance of payments; it is 
clearly foreseen that on the principles of the adjustable 
peg this country’s exchange rate will have to be depreci¬ 
ated; speculators move their funds out of the currency into 
other currencies, but this has no immediate effect upon the 
exchange rate; the glorious day then arrives when the 
peg on the currency is lowered by 30 or 40 per cent and 
the speculators bring home their funds having made this 
considerable profit without incurring any risk themselves 
or conferring any benefit on society. If the system of the 
adjustable peg is really to be used, permanent and ex¬ 
tensive exchange controls will be necessary in order to 
prevent such short-term movements of hot money be¬ 
tween the various parts of the union—though the experi¬ 
ence of 1949 shows that even in that case large move¬ 
ments of short-term funds can still take place through 
quite legitimate delays in selling foreign currencies ac¬ 
quired from exports and quite legitimate speeding-up 
of the process of buying foreign currencies to pay for 
imports. It is no accident that the International Monetary 
Fund, which is built on the principle of the adjustable 
peg, not merely allows, but in some cases actually re¬ 
quires, national controls over short-term capital move¬ 
ments. 

In the free-exchange market, on the other hand, specula¬ 
tion can play a most important social role. When a strain 
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appears on the currency of a deficit country in a free- 
exchange market it will depreciate in value. When it has 
depreciated to a certain extent, speculators will come to 
the view that it is now undervalued, because the continua¬ 
tion of so low a foreign exchange value for the currency 
will in the end cause such a large contraction of imports 
and expansion of exports that the exchange rate will ap¬ 
preciate again. When this point is reached, speculators 
will sell foreign currencies and purchase the currency 
of the deficit country in expectation of a later appreciation 
of its currency. This will support the currency during the 
period of adjustment. Indeed, it is possible to conceive of 
a free-exchange market system from which all exchange 
equalization funds, both national and international, have 
been completely banished. The exchange rates fluctuate 
quite freely, and private speculative funds are free to 
move to the support of temporarily undervalued curren¬ 
cies. But against this solution there are, as I see it, two 
important criticisms. 

First, private speculation may be perverse or very ex¬ 
cessive. In present-day disturbed conditions funds may 
move for purely political reasons. Or speculators may 
think that because a currency has fallen a little it is going 
to fall much more. They may sell the currency when in 
economic reality the point has long been reached at which 
the currency should be purchased. A single exchange 
equalization account or a union system of co-ordinated 
national exchange equalization accounts could indulge in 
official counterspeculation, buying up any member’s 
currency which was officially considered to be seriously 
undervalued in this way; and, incidentally, if the official 
view was in fact better informed than the private view, 
the official funds would ultimately make a profit at the 
expense of the private speculators when the temporary 
undervaluation of the currency had passed. 
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But there is a second reason why the existence of a 
union exchange equalization account or of a union system 
of co-ordinated national exchange equalization accounts 
may be essential. As I shall try to show in my next chapter, 
it may be necessary to control capital movements on 
grounds quite other than those connected with the 
balance-of-payments problem—for example, it may be 
necessary to control movements of capital from an egali¬ 
tarian welfare state to one of uncontrolled competition. 
Now, if it should in any case prove necessary to control 
movements of capital between the member-countries, 
then free private speculative movements may not be 
available, at any rate in sufficient quantity, to make a 
system of free-exchange rates workable. The movement 
of short-term funds to tide over the periods of adjust¬ 
ment would not be there. In such a case a system of 
official exchange equalization would be essential in order 
to take the place of desirable speculative movements of 
funds and thus to provide the temporary support which is 
necessary for a national currency which is under strain. 

But all this rests upon the assumption that the national 
governments of the member-countries do in fact adopt 
financial policies for their own domestic equilibrium which 
make it possible for someone, whether it be private specu¬ 
lators or official exchange equalization accounts, to take 
a reasonable view about the future value of the currencies 
concerned. For the system to work at all there must be 
reasonably reliable principles governing the internal 
monetary policy of each country. It cannot be emphasized 
too strongly that the freedom of the national governments 
within our economic union to determine their own internal 
financial policies must not be carried too far. If a national 
government fails to carry out an effective financial policy 
for domestic stabilization, the resulting continuing infla¬ 
tion of prices and incomes or the resulting uncontrolled 



54 


PROBLEMS OF ECONOMIC UNION 


depression will make it quite impossible for anyone to 
judge whether that member’s exchange rate is at any 
one time overvalued or undervalued. Wide discrepancies 
will arise between the actual rates and the rates which his¬ 
tory will show to have been desirable in the light of the 
subsequent degrees of inflation or deflation which the 
country was fated to suffer; and trade between the coun¬ 
tries concerned will be subject to wild uncertainties and 
speculations. 

At the moment it is, of course, uncontrolled or ill- 
controlled inflations rather than depressions with which 
we are confronted. Here there are very difficult issues to 
be faced. Some level of unemployment is technically 
necessary to allow for seasonal and other frictional ele¬ 
ments in a labor market in which labor is moving from the 
less useful to the more useful jobs. But the level of domes¬ 
tic demand which may be required within any country to 
reduce unemployment to this technically desirable mini¬ 
mum may, in a regime of strong labor unions, give rise 
to a continuing inflation of money costs. In such circum¬ 
stances the country is faced by the choice among.(1) an 
uncontrolled inflation of costs and prices, (2) a reduction 
of demand and a consequential rise in unemployment to 
the level necessary to restrain the trade-unions’ bargain¬ 
ing power, and (3) a policy of increasing state interest, if 
not interference, in the fixation of wage rates. The choice 
is not simple or clear, though I will confess that I incline 
to the greater participation of the state in wage-fixing. 
But for my present purpose the moral is clear. The full 
success of a system of variable exchange rates as the 
mechanism of adjustment of the balance of payments 
within any economic union depends upon the successful 
control of domestic inflations and deflations by the na¬ 
tional governments of the member-states. 

In spite of these real difficulties, this is the sort of sys- 
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tem which I should myself advocate for any present-day 
economic union covering a large number of member- 
states; namely, a system of freely floating exchange 
rates supported by a union exchange equalization account 
or a union system of national exchange equalization ac¬ 
counts which left to the national governments the choice 
of fiscal and monetary policies appropriate to main¬ 
tain internal stability. In this case we could answer our 
basic question by saying that, in the case of financial 
policy, there need not be so wholesale a transfer of powers 
from the national governments to the union authorities, 
provided always that the national governments do in fact 
adopt reasonably effective financial measures for domestic 
stabilization. If, however, a single currency were instituted 
for the whole economic union, we should have to give an 
entirely different answer. The national governments 
would have to surrender to the union authority a vast 
range of their monetary and fiscal functions. 


E 
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W e have been investigating the problems of a group of 
countries which come together to form an economic 
union for the purpose of raising their standards of living 
by improving the economic efficiency with which they 
use their resources. Earlier I considered some of the impli¬ 
cations for their commercial and monetary policies of the 
formation of a single integrated market for their products. 
Now I want to consider whether the formation of a single 
integrated market for their products is sufficient to insure 
that they use their resources in the most efficient manner. 
Or must they also allow their resources of capital and of 
manpower to move freely from country to country in 
search of the most productive employment? And if the 
answer to this question is “Yes,” what implications for 
their domestic economic policies lie hidden in the pro¬ 
vision of a single market for the factors of production? If 
the member-states of our economic union do allow the 
free movement of labor and capital throughout the union, 
will they thereby have abandoned much or little of their 
freedom of action in the economic sphere at home? 

We start, then, by posing the question whether anything 
important is to be gained by adding freedom for factor 
movements to freedom of trade in commodities. The 
movement of a factor of production—say, one worker— 
from Britain to America will increase total economic 
efficiency if, and only if, the addition to total output due 
to the employment of the additional worker in America is 
greater than the loss to total output due to the subtrac- 
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tion of one worker from the labor force in Britain. We 
may express this by saying that the migration of the work¬ 
er from Britain to America will be in the interests of world 
economic efficiency if the marginal social net product of 
labor in America is higher than in Britain. 

Now the existence of freedom of trade in the products of 
labor between the two countries will almost certainly 
cause the marginal product of labor in Britain to approach 
more closely than before toward the marginal product of 
labor in America. Indeed, there are conditions, as has 
recently been explained by Professor Paul Samuelson, in 
which the existence of freedom of trade in products will 
itself suffice, without any movement of men between 
countries, to equalize the marginal product and so the 
real wage rate of labor in all the trading countries. 

The basis of this argument is now familiar to econo¬ 
mists, and I shall not try to give a formal proof of it. But 
I must outline the general shape of the argument, since I 
shall need it for the later development of my own theme. 

Suppose that America is rich in land but has a relatively 
small labor force. Suppose that Britain is comparatively 
poor in land but has a large working population. In the 
absence of trade between America and Britain, the rent 
of a unit of land is likely to be relatively low in America, 
where land is very plentiful, and to be relatively high in 
Britain, where land is very scarce. On the other hand, the 
wage of a unit of labor is likely to be relatively high in 
America, where labor is the scarce factor, and relatively 
low in Britain, where labor is the plentiful factor. 

The fact that land is cheap relative to labor in America 
will cause producers in America wherever possible to use 
land rather than labor in the process of production. Thus, 
to take the example of one industry, American farming 
will be extensive; relatively little labor will be used over a 
vast area of land. In Britain the opposite will be the case. 
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Land being expensive and labor cheap, methods of pro¬ 
duction will be used which rely as much as possible upon 
labor and as little as possible upon land. Farming will be 
highly intensive. As a result, in each industry labor will 
be better equipped with land in America than in Britain; 
and this will tend to make the marginal productivity of 
labor and the real wage rate higher in each industry in 
America than in Britain. In the interests of economic effi¬ 
ciency labor should apparently move from Britain to 
America. 

The opening of trade between Britain and America 
will, however, itself change all this. There are some 
products in the making of which much land and little 
labor are required; let us call such products “foodstuffs.” 
But there are other products, which we will call “clothing,” 
in the making of which much labor but little land is used. 
In these conditions the cost and so the price of foodstuffs 
will be low in America, where land is cheap, and high in 
Britain, where land is expensive. On the other hand, the 
price of clothing will be low in Britain, where labor is 
cheap, and high in America, where labor is expensive. 

When trade is opened up between Britain and America, 
consumers in both countries will purchase their foodstuffs 
from America and their clothing from Britain. This shift 
of demand will raise the total demand for American food¬ 
stuffs and will reduce the total demand for American 
clothing. In the contracting American clothing industry a 
relatively large number of workers will be thrown out of 
work, because the production of clothing is labor-intensive. 

In the expanding American foodstuffs industry a relatively 
large additional number of acres of land will be needed 
because the production of foodstuffs is land-intensive. 

In other words, the shift of demand from American cloth¬ 
ing to American foodstuffs will indirectly cause a shift 
of demand from American labor to American land. The 
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wages of American labor will fall and the rent of American 

land will rise. As this happens, American producers will in 

each industry have less incentive than before to economize 

in the use of labor and will have rather more incentive 

than before to economize in the use of land. In everv in- 

%/ 

dustry a rather higher ratio of labor to land will be em¬ 
ployed. Since in each American industry a unit of labor will 
now be equipped with rather less land than before, the 
marginal productivity of American labor will fall. 

In Britain the opening-up of international trade will 
have had the opposite result. There will have been a shift 
of world demand away from the relatively expensive Brit¬ 
ish foodstuffs onto the relatively cheap British clothing. 
This will indirectly cause an increase in the demand for 
British labor and a reduction in the demand for British 
land. Wages will rise and rents fall. In all industries in 
Britain a somewhat higher ratio of land to labor will be 
used, and in consequence the marginal product of labor 
will rise. 

The opening-up of trade between America and Britain 
will thus itself have caused some fall in the high marginal 
physical product of American labor and some rise in the 
low marginal physical product of British labor. The gap 
between them will have been reduced, and there will be 
less to be gained than before from a migration of labor from 
Britain to America. 

But may we not expect this process of concentration of 
demand upon the cheap foodstuffs of America and the 
cheap clothing of Britain to continue until the cost ad¬ 
vantages have totally disappeared? And would this not 
mean that the shift of demand away from American cloth¬ 
ing and onto British clothing, that is to say, away from 
American labor onto British labor, would continue until 
no difference remained in the marginal product of labor or 
the real wage rate of labor between the two countries? 


i 
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buppose that the marginal product of labor were higher 
in America than in Britain solely because each worker was 
better equipped with other resources such as land. But 
if each worker is well equipped with land, each acre of 
land must be badly equipped with labor, so that the 
marginal product of land would be lower in America than 
in Britain. With land cheap and labor dear in America, 
the cost of land-intensive products like food will be low 
and of labor-intensive products like clothing will be high 
in America relative to Britain. Trade between America 
and Britain, if it were free of all barriers and all transport 
costs, would then necessarily cause a further expansion of 
the demand for American at the expense of British food¬ 
stuffs and for British at the expense of American clothing. 
And there is no apparent reason why this shift of demand 
should not proceed until the reduced demand for labor in 
America and the increased demand for labor in Britain 
had brought the marginal product and so the real wage 
of labor into equality in the two countries. For until that 
point was reached clothing would continue to be cheaper 
in Britain than in America and foodstuffs cheaper in 
America than in Britain, and trade would continue to ex¬ 
pand. In the end production would be maximized through 
trade which moved the labor-intensive industry, clothing, 
to the country, Britain, in which there was a relatively 
plentiful supply of labor and which moved the land-inten¬ 
sive industry, foodstuffs, to America, where land was in 
relatively plentiful supply, rather than by a direct migra¬ 
tion of labor from Britain, where it was relatively plentiful, 
to America, where it was relatively scarce. 

All this is very important for our economic union. If free 
trade between two or more countries would in fact by itself 
serve to equalize the marginal product of labor and of 
other factors in those countries, countries which are form¬ 
ing an economic union need not concern themselves about 
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freedom of movement for labor and capital within the 
union—at least from the point of view of economic effi¬ 
ciency. Freedom of trade in their products would be 
enough for this purpose. But in so far as the analysis 
which I have just outlined is not valid, freedom of trade 
is not enough. The constituent members of our economic 
union would have to concern themselves with the problem 
of factor movements within the union if they wished to 
obtain the full potential increase in economic efficiency 
which the union could provide. 

In fact, there are a large number of assumptions lurking 
behind the analysis. My intention is to drag out no less 
than six of these assumptions into the light of day in order 
to show why, in my view, the constituent members of 
our economic union would have to pay regard to the 
lem of factor movements. 

The first reason for believing that freedom of trade is 
not sufficient is the existence of different productive atmos¬ 
pheres in the various parts of the economic union. The 
same amount of land and labor will not produce the same 
amount of grapes in Italy and in Scotland. The same 
textbooks and the same brains would not, I venture 
to assert, produce the same thoughts in Chicago and in 
London. Productivities depend not only upon the pro¬ 
portions in which the factors of production are employed 
but also upon the general atmosphere in which the pro¬ 
duction takes place. Such an atmosphere may be physical. 
It may depend upon the differences of rainfall, sunshine, 
temperature, etc. Or it may be social and psychological. 
There may be a social and psychological atmosphere in 
one country which is more conducive to enterprise, hard 
work, and vigor than in another. 

There has recently been a tendency for economic theo¬ 
rists to underestimate the importance of these considera¬ 
tions. Formally it may be possible to treat different atmos- 
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pheres as though they were differences in factor endow¬ 
ments, but I personally doubt whether this is so. There is, 
I think, a basic difference between the employment of a 
factor of which you must use less if I am to have more 
and the making use of a general atmosphere like rainfall, 
which may be in short supply but which falls indifferently 
upon you and upon me. The amount of rain which waters 
m y garden will not be increased because you build a roof 
to keep it out of your house. 

In any case, however the analysis may be expressed, 
if in fact general conditions are more favorable to pro¬ 
duction in America than in Britain, then even if the 
initial factor endowments in the two countries are other¬ 
wise the same, the marginal products of the factors will 
be higher in America than in Britain, and world produc¬ 
tion can be maximized only by a shift of the mobile 
factors from Britain to America. Suppose then that labor 
does move from Britain to America. This will mean that 
more and more labor must be employed on the given 
amount of land in America and less and less on the given 
amount of land in Britain. At some point the advantage 
which labor enjoys in America because of the better atmos¬ 
phere will be just outweighed by the advantage which it 
enjoys in Britain because of the greater acreage of land 
on which each worker can work in Britain. At this point 
the marginal products of labor will be the same in both 
countries. Total production could no longer be increased 
by further migration unless land itself could now join in 
the movement from Britain to America; and, though one 
has heard of a Scotch castle going West complete with its 
ghost, I have yet to hear of plans for shifting the island 
itself. 

I have so far analyzed the situation on the assumption 
that the atmosphere was better in one country than in 
another for all factors of production in all industries. But 
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this may not be the case. The atmosphere may be good for 
one factor or for one product in one country and for 
another factor or another product in another country. 
To take one fanciful example, suppose that America 
starts with a factor endowment—namely, much land and 
little labor—which is most appropriate for the production 
of foodstuffs but with an atmosphere which is most favor¬ 
able to the production of clothes; and suppose that 
Britain starts with a factor endowment which is most 
appropriate for the production of clothes but an atmos¬ 
phere which is most favorable to the production of food¬ 
stuffs. Very massive movements of labor from Britain to 
America would then be necessary to match the appropriate 
factor endowments with the favorable atmospheres. 

A second and somewhat similar reason why factor 
movements may be necessary is that there may be im¬ 
portant economies of large-scale production in one or 
more lines of production. Let us suppose that there are 
economies of large-scale operations in the production of 
clothing but not in the production of foodstuffs. This fact 
will itself introduce a new consideration which may make 
it desirable to shift resources from one country to another. 

In discussing this issue, we must distinguish very 
carefully between the average product of the factors and 
the marginal product of the same factors. The average 
product of labor is the output per head, the total output 
divided by the number employed; but the marginal prod¬ 
uct of labor is the addition to output which will be caused 
by employing one more worker. Now if there are important 
economies of mass production in the clothing industry 
and if the American clothing industry is greater in abso¬ 
lute size than the British, then the average product of 
resources will for this reason tend to be higher in the 
American than in the British clothing industry. But it does 
not in the least follow that the marginal product of labor 
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will be higher in America than in Britain. On the con¬ 
trary , it may very well be higher in Britain than in Ameri¬ 
ca. This depends upon the scale of operations in the cloth¬ 
ing industry which is necessary to bring the economies of 
large scale into play compared with the size of the industry 
in the two countries. Suppose that the American clothing 
industry is so big that all the economies have, as it were, 
already been used up and that the British industry is suf¬ 
ficiently large so that the economies of scale are already 
becoming important. Then the employment of more re¬ 
sources in the British clothing industry may add much 
more to output—by bringing the economies of scale into 
operation there—than it would in the American industry, 
where all such economies are already enjoyed. On the other 
hand, if the American industry is not so large that further 
economies of scale have become unimportant and the 
British industry is so small that the economies of scale are 
not nearly coming into play, further concentration of ac¬ 
tivity in the American industry will be required in the 
interests of efficiency. 

Suppose that we start with what, in the absence of 
economies of scale, would be a full free-trade equilibrium 
with the marginal product of each factor the same in both 
countries. But suppose then, to take one example, that 
the economies of scale in the clothing industry are such 
that the marginal cost is lower in the American than in the 
British industry. If prices are equal to marginal costs, 
American clothing will be cheaper than British clothing, 
and more and more output will be concentrated on the 
American and less and less on the British industry. But 
this expansion of the labor-intensive clothing industry 
in America will divert a relatively large amount of labor 
but a relatively small amount of land out of the land¬ 
intensive foodstuffs industry in America. This will tend 
to lower still further the ratio of labor to land in the 
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American foodstuffs industry. In consequence the marginal 
product of labor will rise in the American foodstuffs in¬ 
dustry. In Britain, on the other hand, the contraction of 
the labor-intensive clothing industry will release a relative¬ 
ly large amount of labor and a relatively small amount of 
land for the foodstuffs industry, where—in consequence— 
the ratio of labor to land will rise. As a result, the marginal 
product of labor in the British foodstuffs industry will 
fall, so that the marginal product of British labor will 
have been reduced below the marginal product of Ameri¬ 
can labor. The movement of the clothing industry from 
Britain to America to take advantage of the economies of 
scale will thus have disturbed the ratios in which factors 
of production are used in the two industries in America 
and Britain; and a migration of labor from Britain to 
America will be necessary in order to match factor en¬ 
dowments to scales of industry. 

These desired shifts of industries and of resources be¬ 
tween the two countries will, of course, take place only if 
in each industry in each country market prices are kept 
equal to marginal costs of production or, what amounts to 
the same thing, if the rewards offered to each factor of 
production in each industry in each country are equal to 
the factor s marginal social net product. It is, of course, 
only in this case that the free movement of factors will 
attract them to that use in which they will maximize world 
production. Now where there are economies of large-scale 
production, there are considerable difficulties in insuring 
that factors are offered rewards equal to their marginal 
social products. Indeed, in circumstances in which the 
average product of factors was lower than their marginal 
product, the average cost of production would be higher 
than the marginal cost of production. Special steps would 
have to be taken by the national government concerned, 
in order to insure that the price charged for the product 
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was not higher than its marginal cost. It would have to 
subsidize the industry or nationalize it and run it at a loss. 
In my fable of the nationalized coal mines in the first 
chapter, it may be remembered, I made the point that this 
sort of action might be necessary in order to enable the 
full advantages to be reaped from a single integrated 
market for the products of our economic union. Exactly 
the same point is true about factor movement within the 
union. Unless steps are taken domestically to make sure 
that rewards are equal to marginal products—and govern¬ 
mental intervention is always necessary for this purpose 
in the case of marginal economies of large-scale production 
—freedom of movement for the factors of production 
within the union will not alone lead to the maximization 
of the union’s production. 

I turn now to a third reason why the movement of 
factors between the members of the union may be neces¬ 
sary in order to maximize the union’s production, namely, 
the existence of transport costs. In so far as it costs 
something to carry American foodstuffs to Britain, the 
price of foodstuffs will be higher in Britain than in America. 
And, in so far as it costs something to carry British cloth¬ 
ing to America, the price of clothing will be higher in 
America than in Britain. Both these elements of transport 
costs will raise the market price offered for clothing rela¬ 
tively to the market price offered for foodstuffs in America. 
The American food industry will be less developed and the 
American clothing industry more developed than would 
otherwise be the case. This will indirectly maintain the 
demand for American labor and reduce the demand for 
American land. Wages will be higher and rents lower in 
America than would otherwise be the case. There will be a 
tendency to produce both products in America by means 
which use rather more of the cheaper factor (land) and 
rather less of the expensive factor (labor). For this reason 
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the marginal productivity of labor will be higher in 
America than would have been the case if there had 
been no cost of transport for the products between the 
two countries. 

In Britain the opposite forces will be at work. Transport 
costs will keep up the domestic price of the imported 
product, foodstuffs, relative to that of the exported prod¬ 
uct, clothing. This will have the indirect effect of keeping 
down the demand for, the reward offered to, and the 
marginal product of labor, which is the most important 
factor in producing the exported product, clothing. As a 
result the marginal product of labor will remain lower in 
Britain than in America. 

In such circumstances, in order to raise standards of liv¬ 
ing to the highest possible level, it may be necessary for 
labor to move from Britain to America, where its marginal 
product is higher. This is most likely to be the case where 
the cost of moving the products is high—so that there 
remains on this account a large divergence between the 
marginal product of labor in the two countries—and where 
the cost of movement of labor is low. One would have to 
compare the cost of transport of the products of labor 
and the costs of migration of labor itself in order to see 
whether, in any given conditions, it would be worth while 
for labor to migrate rather than for trade to be further 
developed. The issues involved in making this comparison 
are more involved than might at first sight be expected, 
and I have no space to discuss them here. But my main 
point is, I hope, clear. If the movement of products is 
costly compared with the movement of factors, it may be 
necessary for labor to be free to move from states of low 
productivity to states of high productivity, if standards 

of living in our economic union are to be raised to the 
highest possible level. 

A fourth reason why differences in the marginal prod- 
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ucts of factors in the different parts of our economic union 
may persist in spite of freedom of trade between the mem¬ 
bers of the union is that member-states may in fact 
specialize completely on the production of one or other 
of the tradable products. Suppose that there were very 
great initial differences in the factor endowments of 
America and Britain, the ratio of land to labor being 
very much higher in America than in Britain. Suppose 
further that America was in every respect a very much 
bigger economy than Britain. Suppose, finally, that con¬ 
sumers in both countries normally spend a much larger 
proportion of their income on purchasing the product, 
clothing, which small Britain is best fitted to produce 
than on purchasing the product, foodstuffs, which large 
America is best fitted to produce. When trade starts, 
America imports clothing from Britain and Britain im¬ 
ports foodstuffs from America. Resources are shifted from 
the production of clothing to that of foodstuffs in America, 
and from that of foodstuffs to that of clothing in Britain. 
And, as we have seen, this tends to reduce the marginal 
product of labor in America and to raise it in Britain. 

But, in the conditions which we are assuming, Britain 
may have shifted all her resources out of the production 
of foodstuffs into that of clothing before this mechanism 
has been able fully to equalize the productivity of the 
factors of production in the two countries. In the first 
place, Britain will not have very many of her resources 
originally engaged in producing foodstuffs because, as 
we are assuming, consumers spend most of their income 
in any case in buying clothes. In this case, since the re¬ 
sources which she employs in her clothing industry are so 
large relatively to the resources used in her food industry, 
the shift of all resources from the British food industry to 
the British clothing industry will not very greatly affect 
the ratio of labor to land used in the British clothing 
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industry and will not, therefore, much increase labor’s 
marginal productivity in that industry. In the second 
place, when Britain has shifted all her resources from 
producing food to producing clothing and is exporting 
some clothing to America and importing all her food from 
America, this may have very little effect upon the market 
in America. If Britain were very small, her exports of 
clothing to America would be negligible in the total 
American demand for clothes, and her demand for food¬ 
stuffs from America would impose a negligible strain on 
the total supply of American food. The relative prices of 
food and clothing in America would thus be very little 
changed because of the opening-up of trade, and as a result 
the demand for labor and the marginal product of labor in 
America would be very little lowered. If, finally, the 
initial discrepancy between the factor endowments and 
so between the marginal products in America and Britain 
was very great, we might very well reach a final free- 
trade equilibrium in which Britain has completely given 
up the production of foodstuffs but when at the same time 
the readjustment of productive resources in the two 
countries between the two industries has not been on a 
sufficient scale to close the initial gap between the pro¬ 
ductivity of British labor and of American labor. 

It is a little difficult to assess realistically the importance 
of this possibility. The analysis becomes very complicated 
when it is applied to the real world in which there are many 
factors of production and many traded products. For our 
present purpose, we can only note that, if free trade is 
itself to lead to the equalization of factor productivities, it 
is necessary that a sufficient number of freely tradable 
products should be produced simultaneously in a number 
of countries; and for this purpose we may count only those 
tradable products for which costs of transport are really 
low and in the case of which there are no very marked 
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differences of quality in the various national lines of pro¬ 
duction. 

Another state of affairs in which the productivity of 
the factors of production would not be equalized by free 
trade alone would be if there were many factors of pro¬ 
duction relatively to tradable products. Suppose that food¬ 
stuffs and clothing are the only two products which are 
traded between America and Britain but that these prod¬ 


ucts are produced with the aid of capital as well as of land 
and labor. Suppose further that America is immensely 
richer in capital than Britain so that the ratio of capital to 
labor and of capital to land is very much higher in every 
industry in America than in Britain. It may be that in the 
absence of this great disparity in the capital equipment of 
the two countries free trade would have increased the de¬ 
mand for American food and for British clothing to such 


an extent as to raise the wage rate in Britain and to lower 
it in America until it was the same in both countries. If 
we then allow for the fact that in both the food and the 
clothing industries there is a much more lavish use of 
capital equipment in America than in Britain, the pro¬ 
ductivity of labor and of land would be raised in America 
above their levels in Britain, but the marginal productiv¬ 
ity of capital in America, where it is so plentiful, would fall 
below its level in Britain, where it is so scarce. But the 
cost and so the price of clothes and of foodstuffs might be 
the same in both countries, the relatively high cost of labor 
and of land being offset by the relatively low cost of capital 
in America. If this were so, free trade would lead to no 
further changes in trade flows. The marginal products of 
the various factors would remain at different levels in the 
two countries, unless labor migrated from Britain to 
America and capital moved from America to Britain. 

There is, of course, no reason to think that the number o 
factors of production is in fact greater than the number ol 
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all the many products produced. On the contrary. But this 
is not the relevant comparison. We must compare the 
number of factors of production with the number of prod¬ 
ucts tradable between the two countries and produced 
simultaneously in both countries. When we have ruled 
out products for which transport costs are high and prod¬ 
ucts for which there are significant differences in qualities, 
types, or grades from country to country, it is possible 
that the number of factors is large in comparison with 
the number of products. 

Finally, free trade alone might not lead to the equaliza¬ 
tion of the marginal productivity of labor throughout our 
economic union because of differences in the possibility 
of substituting one factor for another in the different 
industries producing tradable products. Suppose that for 
technical reasons the proportions in which land and labor 
must be used to produce clothing are more or less rigidly 
fixed. Whatever the relative cost of a unit of labor and a 
unit of land, one needs about the same amount of land 
and the same amount of labor to produce a given amount 
of clothing. But suppose that foodstuffs can be produced 
by very intensive or by very extensive farming. When 
wages are low and rents high, land will be farmed very 
intensively; when wages are high and rents low, very ex¬ 
tensively. In this case America, which initially has a very 
large ratio of land to labor, will have low rents and high 
wages and will farm extensively. In America, then, food 
production will be the land-intensive industry, and cloth¬ 
ing production (in which there is a more or less fixed ratio 
of land to labor) will be relatively labor-intensive. But in 
Britain, which initially has a very large ratio of labor to 
land, rents will be high and wages low and farming meth¬ 
ods will be very intensive. Food will be produced by much 
labor and little land. Foodstuffs may have become the 
labor-intensive industry in Britain. 
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In these conditions the marginal product and the wage 
of labor will, of course, be much lower in Britain than in 
America, and the marginal product and the rent of land 
will be lower in America than in Britain. But the price 
of food might nevertheless be the same in both coun¬ 
tries. It might be cheap in America because it is produced 
mainly with land in America, and land is cheap in America; 
but it might at the same time be cheap in Britain because 
it is produced mainly with labor in Britain, and labor is 
cheap in Britain. Free trade may, therefore, be compatible 
with the continued production of food in both countries 
even though the marginal product of labor is lower in 
Britain than in America. Once again production can be 
maximized only by the movement of labor from Britain, 
where its marginal product is low, to America, where its 
marginal product is high. 

Up to this point this chapter has been concerned with a 
rather severe dose of economic analysis. There seemed to 
be no other way of explaining the many possible reasons 
why free trade between the members of our economic 
union would have to be supplemented by the movement of 
factors between the members of the union if the resources 
of the union were to be used in the most productive man¬ 
ner. Perhaps it would be useful at this point to enumerate 
the six possible reasons for this conclusion which have just 
been discussed. They are: differences in productive atmos¬ 
phere in the different regions of our union; differences in 
the scale of production in the different regions; costs of 
transporting the products between the regions; the com¬ 
plete specialization of certain regions on certain lines of 
production; the existence of a large number of factors 
relatively to the number of standardized traded products 
made in many parts of the union; and marked differences 
in the technical possibility of substituting one factor for 
another in the different industries producing traded 
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products. I have in my argument tried to explain why 
these conditions may make it necessary for labor to 
migrate from an area in which it is plentiful to one in 
which it is scarce if the total production of the union is to 
be maximized. A similar analysis could, of course, be used 
to demonstrate the need for the movements of capital from 
capitally rich to capitally poor regions of the union. 

Movements of labor and capital between the constituent 
regions of our economic union are, therefore, likely to be 
desirable in order to make the most economic use of the 
union’s resources. As I argued in the last chapter, they are 
also desirable as a means of easing adjustments in the 
balance of payments between the regions of the union. 
These are two distinct reasons for making provision for 
them, if we can, in the constitution of our union. It may 
also be remembered that, in discussing the problem of the 
balance of payments in the second chapter, I emphasized 
the desirability of applying the multilateral principle of 
untied payments to all monetary transfers between the 
constituent parts of the union. This same principle is 
important also from our present point of view. 

Suppose that America is the richest region of the union 
with the largest supply of savings of capital. Suppose 
Britain to be the member whose resources fit her best to 
produce certain forms of machinery. Suppose Continental 
Europe to be the part of the union in which because of 
lack of capital equipment the use of these machines has the 
highest marginal productivity. In this case America 
should lend money to Continental Europe which Conti¬ 
nental Europe can use for the purchase of British ma¬ 
chinery. This is the correct principle if we are interested 
solely in making the most productive use of American 
savings and capital resources. But it involves the avoid¬ 
ance of tied loans from America to Continental Europe. 
An exactly similar analysis could of course be applied to 
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any other form of monetary transfer such as a common 
defense program. To take an example from the United 
Kingdom, if we need to defend Dover from attack, if tanks 
are best made in Birmingham, and if the richest citizens 
live in London, we tax the men of London to purchase 
tanks in Birmingham to give to the troops in Dover. We 
obtain more defense per pound by that arrangement. 

I have, I hope, given adequate reasons for the belief 
that on grounds of productive efficiency as well as on 
grounds of flexibility in balance of payments it would be 
desirable to allow for the movement of labor and of capital 
from regions of low productivity to regions of high pro¬ 
ductivity within our economic union and for the belief 
that these capital movements should take the form of 
untied monetary transfers. It is time to turn to some of 
the difficulties which are likely to arise in trying to apply 
these principles. These difficulties I shall discuss under 
three headings: first, difficulties arising from differences 
in national policies for the redistribution of income and 
property; second, difficulties arising from differences in 
national policies for domestic stabilization; and, third, 
difficulties arising from differences in national demographic 
trends and policies. 

Let us start, then, with the problem of differences in 
national policies for the redistribution of income and 
property. Different countries put different stresses on the 
various objectives of social and economic policy. For 
example, some may emphasize economic efficiency or 
economic freedom more than economic equality. Thus, 
while in the modern world all developed countries have 
governmental policies which are expressly designed to 
affect the distribution of income and property and to 
guarantee at least some minimum standard of living, in 
some countries these policies are carried a good deal 
further than in others. Let us suppose that Britain has 
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carried these policies further than America, and let us 
inquire into the consequences of this difference. 

Now there are, very broadly speaking, two types of 
policy which the authorities in Britain may adopt for 
this purpose. They may attempt to influence the distribu¬ 
tion of income by a series of direct controls and inter¬ 
ventions. They may subsidize the price of necessities and 
ration the available supplies to consumers, thus insuring 
directly a fair share for all citizens. They may set limits 
to the quantities which may be produced of commodities 
which are purchased by the rich. As I have argued in the 
first chapter, any very extensive use of an apparatus of 
direct controls of this sort is incompatible with the prin¬ 


ciples upon which the single integrated free market in our 
economic union must be built. I shall, therefore, assume 
that such measures are not adopted on any very extensive 
scale. 

The other type of measure that could be adopted is the 
redistribution of income and property by means of general 
fiscal measures. These would include highly progressive 
taxation of income, highly progressive death duties on 
property, the payment of social security benefits such 
as children’s allowances, unemployment benefit, sickness 
benefit, etc. Again, as I have argued in the first chapter, 
this type of policy in any particluar country is not in¬ 
compatible with the full integration of the national 
economies into a single free-trade market. It does not 
seriously disturb the relative prices of one commodity as 
compared with another from the point of view of either 
consumers or producers. In the language of the first chap¬ 
ter it does not disturb either the optimization of trade or 
the maximization of production. 

But if the authorities in Britain go a lot further than 
the authorities in America in their policies for the redis¬ 
tribution of income and property, the free movement of 
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labor and capital between America and Britain will cease 
to correspond to the movements which are necessary to 
maximize the output of the union as a whole. For this 
purpose, as we have seen in this chapter, it is necessary 
for labor and capital to move from the region in which its 
marginal productivity is low to the region in which it is 
high. 

But the very essence of a far-reaching fiscal policy for 
the redistribution of income and property must be to 
divorce the actual rewards enjoyed by the owners of 
factors of production from the market value or economic 
productivity of those factors. A highly progressive income 
tax means that the owners of those factors which can 
earn most have their net rewards much reduced below 
their market value. Social security benefits mean that 
those who can earn least have their net incomes raised 
above their market value. If this process is carried much 
further in Britain than in America, there may be a strong 
incentive for the factors of production to move in an un¬ 
economic way between the two countries. 

Thus unskilled labor might fail to move from Britain to 
America because of the greater social security benefits 
available in Britain, even though the marginal product of 
labor was in fact higher in America than in Britain. Highly 
skilled labor or the owners of property might move from 
Britain to America, carrying their property with them, in 
order to avoid high rates of tax in Britain, even though 
their marginal productivity might be higher in Britain 

than in America. 

These possibilities do not, of course, remove the de¬ 
sirability of movements of labor and capital within the 
union from the points of low to the points of high pro¬ 
ductivity. But these points may no longer coincide with 
points of high and of low net rewards. The best arrange¬ 
ment of all might in these conditions be to have some 
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planned or controlled movement of factors of production 
in the union. For example, on these grounds it may be 
right to subsidize in some way the migration of labor 
from an old welfare state (where labor’s earnings are sup¬ 
plemented by the amenities of the welfare state) to a young 
competitive economy (where labor’s high productivity 
fails to attract because of the absence of the provisions 
of the welfare state). But this sort of planning is a difficult 
undertaking for an economic union of previously inde¬ 
pendent states. In the absence of such arrangements it 
will in some cases be better, from a purely economic point 
of view, to disallow movements of factors rather than to 
create a completely free market for movements of labor 
and capital. This would be so if there were such extreme 
divergences in social and economic policies for the re¬ 
distribution of income and property that factor move¬ 
ments would otherwise tend to be in a perverse direction— 
of labor from America to Britain and of capital from 
Britain to America. 

We face this dilemma: either the member-states of the 
union must somehow or another keep in step in their 
policies for the redistribution of income and property or 
else they may have to abandon the possibility of raising 
standards of living all round by the institution of a com¬ 
mon market for labor and capital with freedom of move¬ 
ment for these factors. Social policies for redistribution 
turn out to be one more case in which a full economic 
union implies considerable limitations upon freedom of 
domestic action. 

I turn to a second interconnection between free factor 
movements and domestic economic policies. In this case 
the difficulty concerns only movements of capital. Sup¬ 
pose that our economic union is threatened with a gen¬ 
eral monetary inflation. In accordance with the argument 
of the second chapter, I assume that in these circumstances 


78 PROBLEMS OF ECONOMIC UNION 

the authorities in all the member-states will adopt financial 
policies to restrict the total demand for goods and services, 
so as to restrain the upward movement of domestic prices 
and incomes, and that each is free to choose the broad 
lines of the disinflationary financial policy which is 
adopted. 

Suppose that the authorities in America and in Britain 
both decide to fight this inflationary demand for goods and 
services by curbing expenditure upon new capital de¬ 
velopments. But suppose that the American authorities 
use the weapon of monetary policy for this purpose. 
They restrict the supplies of money available in the 
capital market and thus raise the rate of interest and the 
cost of borrowing new funds in such a way as to discour¬ 
age expenditure on capital developments. In Britain, 
however, the authorities do not restrict monetary supplies; 
and rates of interest do not rise. Instead, expenditure on 
capital developments is reduced by direct regulations— 
by licensing building operations, by quantitative con¬ 
trols over the installation of new machinery, by the 
allocation of steel for capital purposes. In this case the 
rate of interest in America may rise far above the rate 
of interest in Britain; but the real productivity of capital 
may remain much lower in America than in Britain, where 
the rate of interest no longer measures the productivity 
of new capital installations which are no longer restrained 
by the cost of borrowing new capital funds but by direct 
regulation. In such cases it may clearly be appropriate 
to take measures to prevent the flow of capital funds 
from Britain to America. 

But the extensive use of direct controls over capital 
developments in the British economy might be incom¬ 
patible with the principles discussed in chapter i for the 
formation of a single integrated market for the products of 
industry. Such controls might interfere with the shifts of 
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capital and labor within Britain which are needed for the 
maximization of production. But even if direct controls 
over capital investment of this kind were avoided, a 
similar difficulty might still arise. 

Suppose once more that there is an inflationary pressure 
both in America and in Britain. Suppose once more that 
the authorities in America choose to fight the inflation 
mainly by means of monetary policy. But suppose now 
that the authorities in Britain rely neither on monetary 
policy nor on direct controls but on fiscal policy. Then in 
America supplies of money will be reduced, rates of inter¬ 
est will be raised, and the policy will take its effect largely 
by the restraint which this imposes on capital develop¬ 
ment of all kinds. The higher interest rates may some¬ 
what encourage savings, but, apart from this, there will 
be no direct pressure on consumers to reduce their con¬ 
sumption. In Britain, on the other hand, monetary sup¬ 
plies are not reduced and interest rates remain at the 
pre-boom level. But the authorities raise rates of taxation 
severely, running a large budget surplus. They thereby 
compel private consumers to purchase less because their 
tax-free incomes are reduced. In effect in Britain the dis¬ 
inflation is brought about not by dear-money conditions 
restraining investment but by high tax rates which re¬ 
strain consumption and raise public savings through the 
budget. 

In such circumstances there might be a strong tempo¬ 
rary incentive for capital funds to shift from Britain, 
where interest rates are still low, to America, where 
they have been raised. In this case there is nothing in itself 
uneconomic in this movement of factors. The rate of 
capital development has been reduced in America—that 
is the way in which the American authorities are fighting 
the inflation—and in consequence the marginal efficiency 
of capital will have been raised in America. A movement 
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of capital funds from Britain to America is perfectly com¬ 
patible with the most productive use of capital. Britain, 
unlike America, has elected to meet the situation by 
increasing her savings, and it is reasonable that some of 
the high savings of Britain should be invested in America. 

But this movement of capital funds will, of course, 
necessitate an improvement in the British balance of 
trade and a reverse movement in the American balance. 
Britain must have a trade surplus and America a trade 
deficit to finance the movement. This will involve the 
adjustment of the rate of exchange between the pound 
and the dollar in the way which I discussed in the second 
chapter. If Britain were a country which permanently 
promoted high saving and America a country which per¬ 
manently promoted high consumption, it would be posi¬ 
tively desirable that British savers should invest their 
savings in American industries so long as the marginal 
efficiency of capital for that reason were higher in America 
than in Britain. In this case the necessary adjustment in 
the balance of trade would be eminently desirable. 

But it is a little different if the relatively high, savings 
of Britain are merely the temporary manifestation of 
different ways of dealing with a temporary inflationary 
pressure. As I argued in the second chapter, adjustments 
in exchange rates are not immediate in their effects, and 
trade balances will take some time to develop as a result 
of changes in relative prices. Some might argue that on 
these grounds movements of capital between America 
and Britain should be subject to some control, in so far 
as they are due to divergences in temporary financial 
measures adopted to fight temporary booms and slumps. 

I do not wish to stress this difficulty too far; but, if it is 
desired to have a completely integrated market for 
capital funds in our economic union, it will be easier if the 
various countries do not get too far out of step with each 



MOVEMENTS OF LABOR AND CAPITAL 


81 


other in their choice between the monetary and the fiscal 
weapon for the maintenance of internal balance. 

Finally, I come to a third interconnection between 
freedom of factor movements and domestic economic 
policies. This time the difficulty concerns the migration 
of labor. Suppose that the demographic trend is very 
different in two parts of our economic union, one region 
having a stationary population and the other a high and 
uncontrolled rate of growth of population. After a time in 
the latter there will develop a Malthusian pressure of popu¬ 
lation upon the means of subsistence in which further 
growth of population is kept in check only by the poor 
conditions and high death rate which such conditions 
entail. Now in such a situation economic welfare does not 
demand the free movement of population from this over- 
populated region to the rest of the union, even though the 
marginal product of labor will be very low in the over- 
populated region, where population presses on other 
resources, and may be very high in the rest of the union, 
where the ratio of workers to other resources is much lower. 
The reason is a familiar one. If there were free migration, 
this would not permanently relieve the population pres¬ 
sure in the overpopulated region. If births were really 
uncontrolled, the population would soon expand again 
until the pressure on resources was as bad as before. The 
process would then repeat itself. There would be a further 
migration to the rest of the union, a further expansion in 
the overpopulated region, etc. This process would continue 
until the rest of the union was as overpopulated as the 
overpopulated region itself and until standards had been 
dragged down throughout the union to the bare sub¬ 
sistence level. There must be some diminution of fertility 
in the overpopulated region before the free movement of 
labor to the rest of the union can be allowed to take place. 
Only when the total population of the union is under some 
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restraint does the free movement of labor from points of 
low to points of high productivity necessarily lead to a 
rise in the average standard of living. 

Accordingly, we may conclude that the free movement 
of labor and capital within our economic union is in 
general to be desired in the interests of economic effi¬ 
ciency and so of raising standards of living to the highest 
possible level. But in order that such an integration of the 
market for the factors of production, as well as for their 
products, should have this desirable effect, three condi¬ 
tions must be fulfilled. First, the individual member-states 
must not be too out of line with each other in their domes¬ 
tic policies concerning the distribution of income and 
property. Second, the individual member-states must not 
be too out of line with each other in their choice among 
direct controls, fiscal policy, and monetary policy for the 
stabilization of their domestic economies. Third, the indi¬ 
vidual member-states must not be too out of line with 
each other in those social conditions and economic policies 
which determine their domestic demographic trends. 

In the first two chapters I concluded that the promotion 
of a truly integrated market for the products of our eco¬ 
nomic union would involve serious limitations upon the 
intervention of national governments in domestic markets 
for particular goods and services. It would also, I pointed 
out, involve the abandonment of import restrictions and 
of exchange controls over current payments as the main 
means of adjusting balances of payments. But, I argued, 
provided that variations in foreign-exchange rates were 
used for maintaining balance in international payments, 
national governments could still retain very considerable 
freedom of action in two most important respects: (1) 
in general financial measures for controlling booms and 
slumps and (2) in general fiscal measures for influencing 
the distribution of income and property. 
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But the conclusion of my present argument is that even 
these two freedoms of action must be strictly limited if 
we wish to add to the integrated market for products a 
truly integrated market for factors of production within 
our economic union. Such an integrated market for 
factors would, for the reasons which I have given, certainly 
help to increase the economic efficiency of the union. But 
to some extent the choice of financial weapons for avoiding 
booms and slumps and to a much greater extent the de¬ 
termination of general policies for the redistribution of 
income and property would have to become a concern of 
the central union authorities. 

It is altogether too simple-minded to argue, as is some¬ 
times done, that we can form a federation or other type 
of economic union which transfers to some supranational 
body just one or two precisely defined economic functions 
and which leaves the national governments thereafter com¬ 
plete freedom in the design of their own domestic economic 
policies—whether socialist or private enterprise, whether 
planned or unplanned, and whether controlled or competi¬ 
tive. The implications of economic union are much more 
far-reaching than that; and it is no accident that in the 
federal democratic states which really work in the modern 
world more and more economic power is passing from the 
member-states to the central union. 

I leave the reader to draw his own conclusions from this 
analysis. But before I end perhaps I may briefly state my 
own. First and foremost, one should not be content merely 
to say that the grapes are sour and to give up reaching for 
them. Awareness of the very real difficulties of economic 
union should not be allowed to diminish one’s realization 
of the essential value of a union—economic as well as 
political of the Western world. My purpose in this book 
is not to dissuade us from embarking on an adventurous 
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expedition to the North Pole but merely to advise us 
to change out of our summer suits before we start. 

A second conclusion which I draw is that we should be 
wise not to attempt to do everything at once. Perhaps we 
should concentrate at first on the creation of a single 
market for products and leave to a later stage the guar¬ 
anty of a single integrated market for factors of produc¬ 
tion. We shall have our work cut out with the first task, 
which involves not only the removal of protective devices 
but also a complete revolution in our present methods of 
looking after balances of payments; and it would be help¬ 
ful to be able to leave with national governments, for the 
time being at least, the problems of designing their own 
controls over booms and slumps and their own measures 
for the domestic distribution of income and property. 

Finally, how should we set about the change? Shall we 
make a bold dash for the North Pole, or shall we move 
there by a long process of small stages, acclimatizing our¬ 
selves to the change in conditions at each step? Some may 
start with a rather greater belief in the revolutionary 
act and the written constitution than I do. But frankly 
I do not see the probability of achieving a real economic 
union between important countries by a single constitu¬ 
tional change. Rather I should be inclined to advocate the 
development of the institutions which we already have at 
hand. May I thus end by referring once more to some of 
those international institutions which I enumerated at the 
beginning of my discussion? I would like to see the North 
Atlantic Treaty Organization, on its economic side, de¬ 
veloped further into an instrument for determining ef¬ 
ficient methods for the members to make their fair con¬ 
tributions to the common burden of defense. I would like 
to see the International Bank for Reconstruction and De¬ 
velopment not only extend its work of promoting the flow 
of capital from regions which are rich in capital to those 
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which are poor in capital but also concern itself with the 
efficient and just administration of an international budget 
of grants-in-aid for this purpose. I would like to see the 
International Monetary Fund, the European Payments 
Union, and the Sterling Area become instruments for 
exchange equalization between countries whose exchange 
rates were free to fluctuate in markets which were cleared 
of controls over imports and current payments. I would 
like to see the General Agreement on Tariffs and Trade 
institutionalized into an International Trade Organiza¬ 
tion, with its powers increased for the effective removal of 
trade barriers. In my opinion further progress—or, if pre¬ 
ferred, a new start—on these lines holds out the greater 
hope of ultimate achievement of an economic union of 
the free Western world. 
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SOME ECONOMIC PROBLEMS OF ATLANTIC 

UNION REARMAMENT* 

T he economic problems raised by the effort of the free 
peoples of the Atlantic Community to rearm against 
the threat of totalitarian aggression are very numerous; 
some of them are rather baffling; and most of them raise 
important questions of principle as well as needing 
examination in their ow r n particular historical and quanti¬ 
tative setting. It is impossible in a single article to deal 
with all of them; in the following paragraphs I have tried 
rather to present a catalogue of the main problems than 
to choose any one of them for detailed analysis. 

THE SCALE OF THE DEFENSE EFFORT 

The basic problem is, of course, the general scale of the 
defense effort; and this must clearlv start from an assess- 
ment of military needs. By some machinery or another 
the countries of the Atlantic Community have to obtain 
an assessment from their military experts of the scale 
and nature of the effort needed in the different theaters, in 
order to assess whether the total economic effort which is 
being put into their defense programs is adequate. But 
this assessment of the military requirements must be set 
against the available resources. It is rarely possible to 
fulfil completely the absolute needs of any consumer, and 
the military machine is no exception to this rule. To reach 
a rational decision about the proper scale of the rearma- 

* This is a revised version of an article which first appeared in the October, 

1951, issue of Lloyd's Bank Rtviac; it is reprinted here by permission of the 
editor of that journal. 
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ment effort, one must ask how much the other economic 
objectives of the Atlantic countries, such as the develop¬ 
ment of their civilian standards of leisure and of con¬ 
sumption and the further capital development of their 
own economies and of those of the underdeveloped areas, 
would have to be set back in order to release the man¬ 
power, materials, capital equipment, and so on, for the 
rearmament effort. The central political decision is then 
to balance the military against the civilian needs. 

No attempt is made in this article to carry out this task. 
It would require a military assessment which the author 
is totally unqualified to make. This article will simply 
take the scale of rearmament plans as given in order to 
consider some of the further economic implications. 

THE SHARING OF THE BURDEN 

Closely associated with this problem of assessing the 
right scale for the total effort is the problem of insuring 
that every country of the Atlantic Community makes its 
proper contribution to this total effort. The principle of 
“fair shares” in the burden is, of course, unobjectionable: 
but, quite apart from the problem of enforcing the prin¬ 
ciple, it is not really very easy to define precisely what is 
meant by a fair share of the burden. 

One very obvious principle, because it is simple, would 
appear to be that each country should contribute in its 
defense budget about the same proportion of its total 
national income. There are, of course, serious technical 
problems involved in defining the national income, and 
there are possibilities that, even when a common defini¬ 
tion has been found, national statistical offices cannot be 
relied upon to provide reliable estimates of their national 
incomes, particularly if they are going to be used as in¬ 
come-tax returns. 

These difficulties, though real, are not perhaps in- 



APPENDIX 


89 


superable. Great progress has been made recently in de¬ 
fining and measuring national incomes, and it might not 
be impossible to obtain agreed definitions and estimates 
of defense expenditures, provided that only rough justice 
is sought. 

A much more difficult problem is to decide upon a fair 
basis for national contributions to the joint effort. For 
1951 the United States defense expenditure was planned 
to be about 17 per cent of its net national income. For 
the United Kingdom this was about 13^ per cent. For 
other members of the North Atlantic Treaty Organiza¬ 
tion the figure varied from 10 to 3 per cent. The total 
defense expenditure of the whole group of countries ex¬ 
pressed as a percentage of the sum of their national in¬ 
comes worked out at about 15^. If this percentage had 
been separately applied to each country, then the United 
States would have reduced its planned defense expenditure 
by some $4,000 million. All others would have had to raise 
theirs by different amounts—in the case of the United 
Kingdom, by some £200 million. 

Now this principle may be fair. If so, we must not shirk 
the obvious implications. But in fact the full proportional 
principle is not in line with modern ideas about the 
equity of tax burdens. All civilized countries now operate 
on the progressive and not on the proportionate prin¬ 
ciples, namely, the principle that persons with a higher 
real income should contribute a larger proportion of their 
income in taxation. It would, on this principle, be fair that 
the United States, with its higher real income per head, 
should contribute a higher proportion of its national in¬ 
come to the common defense. Indeed, it is inevitable that 
the progressive principle should be adopted. But if it is 
adopted, it does, of course, greatly complicate the prob¬ 
lem of equitable burden-sharing. 

There is, first of all, a relatively minor, though not in- 
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considerable, technical complication which needs men¬ 
tion. If a progressive scale of contributions is adopted, it 
will be necessary to estimate real national incomes and 
not merely money national incomes. It is not fair to tax 
Ruritania more heavily than Sylvania merely because 
money income per head in Ruritania is twice as high as in 
Sylvania, if at the same time the cost of living in Ruri¬ 
tania is twice as high as in Sylvania. With a proportionate 
system each country will, in any case, pay the same pro¬ 
portion of its money national income. The introduction 
of the progressive principle, therefore, confronts the 
statisticians with the much more formidable task of 
considering real incomes as opposed to money incomes. 

The major problem of the progressive principle, how¬ 
ever, is not this technical one but the straightforward 
political issue of how progressive the system should be. 
Everyone may agree that the system should be progressive, 
but there may remain sharp disagreement whether, when 
a richer country pays 17 per cent of its income, it is fair 
that a somewhat poorer country should pay 15 per cent, 
10 per cent, or only 5 per cent of its income. With the 
progressive system this principle of redistributive fiscal 
policy becomes a very live international issue, and the 
countries of the Atlantic Community will be unable to 
avoid it. 

Nor is it a simple matter to define defense expenditure 
for the purpose of assessing the defense burdens of the 
different countries. Is the construction of an airfield which 
has great military importance, but which is also of com¬ 
mercial value, to be regarded as legitimately included in a 
country’s defense budget? Are subsidies paid to protect a 
domestic watch and clock industry so as to have a war 
potential for the production of fuses to be regarded as part 
of the country’s defense budget? If one country is granting 
foreign aid for the economic development of an under- 
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developed territory which is of great importance in the 
cold war, should any part of that expenditure be counted 
as part of its contribution to defense? 

It may well be possible to reach some workable defini¬ 
tion which will get round such difficulties, but there 
remains one problem of definition of defense expendi¬ 
ture which is more difficult to surmount. One country 
may give to its conscript forces a very bare minimum rate 
of pay; another country may pay its armed forces on a 
most lavish scale. It would obviously be unfair to allow 
rates of pay of any height to be included in a country’s 
defense expenditure. It is in guns rather than in Coca-Cola 
that a defense contribution should be assessed. And there 
are, of course, at the moment extreme divergences in the 
standards of pay of the armed forces of the various coun¬ 
tries of the Atlantic Community; the American soldier is 
paid $3.00 a day and the Turkish soldier $1.00 a month. 
It may very well prove necessary to take the pay of the 
armed forces entirely out of the national defense budget 
for purposes of comparisons of the equity of the burden 
and to have two standards. The first would relate the 
national defense expenditures on arms and munitions, 
etc., but not on the pay of the forces, to real incomes; and 
the second would relate the total numbers in the armed 
forces to the total manpower of military age in the coun¬ 
tries concerned. 

THE LOCATION OF ARMS PRODUCTION 

In the ordinary self-contained defense program of the 
independent sovereign nation, the normal pattern is that 
the government raises taxation from its own residents to 
spend on arms produced in its own factories in order to 
equip its own forces for the defense of its own territories. 
But, when an association of countries comes together to 
plan its joint defense, this pattern of what one may call 
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autarkic defense” may prove to be very inefficient, in¬ 
equitable, and uneconomic. There are three parties in¬ 
volved in any arms program. Who is to pay for the arms? 
Who is to produce the arms? Who is to use the arms? In 
any national program we should consider it ludicrous to 
suggest that these three parties should coincide. Because 
motor vehicles for the army are made in Birmingham we 
do not suggest that the residents in the Midlands should 
pay for them; and because the armed forces which use 
them are stationed in Kent we do not suggest that motor 
vehicle production should take place in Kent. Yet in the 
international sphere we do start from something a little 
like this. 

Take a purely hypothetical example. It may be that, 
on military grounds, a high priority should be given to the 
provision of more motor vehicles for the French army. 
It may be that the most economic capacity which is at 
present available to increase the production of motor 
vehicles is in the Italian industry. It may be equitable 
that the Americans should make a net financial contribu¬ 
tion to the common defense pool. We need, in such cir¬ 
cumstances, a system under which the Americans will 
contribute funds which the French can use for the purchase 
of motor vehicles from the Italians. Only with a system 
which allows for this sort of transaction can military 
efficiency, economic production, and fair shares in the 
burden be combined. 

Such a system depends upon divorcing as much as pos¬ 
sible the three sets of decisions. First, there must be 
some joint military assessment of which forces, in which 
theaters, most need which type of development. Second, 
there must be some joint economic survey of the equity 
of the total contributions made by each country; and if 
equity demands that the United States should make the 
contribution while military efficiency demands that it 
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should be France’s forces which are expanded, then the 
United States must grant military aid to France. But, 
third, there must be some joint survey of the most ap¬ 
propriate places in which particular lines of production 
should be expanded. This must be decided on a balanced 
view of both economic and militarv considerations. The 
production must be expanded where costs are lowest and, 
in the case of essential production, also where it is least 
likely to be interrupted in case of hostilities. 

We have still a long way to go toward a system of this 
kind; and the last section of this article will consider the 
next steps toward such a system. At this point it is useful 
to note two implications of any such system. 

First, a system of this kind raises the problem of 
balances of payments and of the convertibility of cur¬ 
rencies. In the example given above, the dollars which are 
contributed by the United States must be convertible into 
Italian lire in order that the French can use them to 
purchase Italian motor vehicles. The United States must 
ultimately contribute to defense by having an excess of 
its other exports over its imports which will allow its money 
contributions to be converted into foreign currencies to 
be used to purchase weapons of war in other markets. An 
efficient and equitable joint defense plan involves mutual 
military aid paid in untied and convertible currency to 

enable one country to assist a second in purchasing supplies 
from a third. 

. 11 mean that the countries in 

which it is decided that war production should be espe¬ 
cially expanded will have to transfer their resources from 
civilian industries to war industries on a much greater 
scale than those countries whose money contributions to 
defense exceed their domestic war production, and which, 
to pay the balance, will generate an excess of civilian 
exports. The former class of countries will, therefore. 
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have much more serious problems of readjustment of 
their economies back to a peacetime structure if and when 
the cold war dies down or a hot war has been won. Recent 
experience in the United Kingdom illustrates the mean¬ 
ing of this. As part of the arrangement for the second 
World War, United Kingdom exports had been reduced to 
less than a third of their prewar level. But as soon as the 
war was over, Lend-Lease ceased, and the United King¬ 
dom had at once to transform its export trade. If countries 
are to co-operate wholeheartedly in the present planning 
of their economies for the most effective prosecution of the 
cold war, they may need some assurance that the transi¬ 
tional difficulties of the subsequent readjustment back to 
full peace will also be met with some form of mutual 
assistance. 

THE WEAPONS OF ECONOMIC POLICY 

Joint economic programs which were worked out on 
the principles outlined above could all conceivably be 
carried into effect merely by fiscal devices. The govern¬ 
ment of each country would tax its own citizens on a scale 
necessary to meet its agreed contribution to the joint 
defense; it would pay some of this revenue over in mili¬ 
tary aid to the government of some other country if its 
own defense program were less than its fair contribution 
to the joint defense, or, in the opposite circumstances, it 
would receive supplementary military aid from other 
countries; finally, in using its net funds to carry out its 
defense expenditure, it would spend them on acquiring 
supplies from the producers in those countries which are 
agreed to be safe and economic arsenals. 

But as rearmament develops beyond a certain point and 
certainly if the cold war were to give place to a hot war, the 
fiscal weapon ceases to be sufficient. Experience in the 
second World War confirms this. Theoretically, that war 
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might have been conducted by taxing people enough to 
cause them to go on reducing their civilian demands until 
sufficient resources were available for the war sector and 
by allowing the price of scarce commodities—such as 
imports—to rise to such an extent that in a deflated but 
free civilian market demand was equal to supply. But, in 
fact, reliance could not be placed solely upon fiscal policy 
plus the free working of the price mechanism. The whole 
apparatus of direct controls was necessary; rationing and 
price control of essential consumption goods; allocation of 
shipping, factory, and storage space; the direct licensing 
of building and machinery; the allocation of scarce ma¬ 
terials; etc. 

One essential reason for this was that the whole defense 
expenditure was so enormous that no tolerable level of 
taxation would have so reduced civilian demand as to have 
kept monetary inflation within bounds. Another was that, 
where there was a really important bottleneck, to allow the 
price mechanism to deal with the situation might have 
caused intolerable profiteering by those who happened to 
command the scarce resource and in any case might not 
have led immediately to the concentration of the resource 
upon its most vital uses. And in recent years we have once 
more experienced this bottleneck problem in critical short¬ 
ages of some raw materials. These shortages arose mainly 
as a result of the great increase in the level of rearmament 
and of general industrial production in the United States; 
they were aggravated by governmental purchases for 
stock-piling for defense reasons, and also, so long as prices 
were rising, by private speculative purchases on the part of 

people who expected the shortages to drive prices up 
still further. 

If in the fight against the inflationary tendencies of the 
rearmament drive, or, in order to detail with particular 
bottleneck problems, the countries of the Atlantic Com- 
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munity have to introduce direct controls and allocation 
schemes over a large number of economic resources, then 
a quite new set of economic problems opens up for them. 
These problems will be of a particularly difficult character. 
In the second World War the United States and the United 
Kingdom, if they could agree upon an allocation of the 
use of raw materials, could then enforce it by means of 
the shipping sanction. The import of further raw ma¬ 
terials could be denied to a country which abused any 
allocation scheme, because the shipment was controlled; 
and even a country which exported the raw material 
knew that its imports of necessary manufactured products 
depended upon shipping space, which might more readily 
be forthcoming if it exported the raw material in adequate 
quantities to appropriate destinations. But now there are 
many more than two countries which must be associated 
in any scheme of allocation, and there is no shipping 
sanction. Yet, at the same time, there would be great 
temptations for any one country not to keep strictly to 
any agreed allocation system. Great profit could be reaped 
by a single set of manufacturers who used a raw material 
to produce exports of a particular civilian product, the 
markets for which were starved because the governments 
of all the other manufacturing countries were by agree¬ 
ment effectively limiting the amount of the raw material 
that could be used for that purpose. 

The economic problems of the rearming Atlantic Com¬ 
munity would undoubtedly be much simplified if it were 
possible to deal with shortages by fiscal and monetary 
measures and the price mechanism rather than by direct 
quantitative controls. And perhaps at present there is a 
tendency to underestimate the amount that can be done 
by these means. Consider the problem of raw-material 
shortages. A sharp increase in the price of a raw material 
will encourage the production of greater supplies of it or 
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of close substitutes for it. It will cut out waste and in¬ 
essential consumption of the material and will shift essen¬ 
tial demand onto less scarce substitutes. If the rise in 
price is sufficiently sharp so that it leads private traders 
and manufacturers to expect that it has reached its peak, 
it will cause speculative stocking to give place to specula¬ 
tive de-stocking. 

All this is important and should not be forgotten; but in 
recent years probably still more could have been done by 
general monetary and fiscal measures than by the market- 
price mechanism alone. 

There was a considerable inflationary price rise in the 
United States after the outbreak of the Korean war in 
June, 1950. Indeed, the general level of wholesale prices 
rose by no less than 22 per cent in the year ending Febru¬ 
ary, 1951. Suppose that it had been possible by a more 
austere tax policy and by a restriction of the total supply 
of money and credit and a consequential hardening of 
interest rates really to reduce civilian demand in the 
United States so that the new defense and foreign-aid pro¬ 
grams could have been imposed upon that economy with¬ 
out this inflationary pressure and without an extensive 
system of direct controls. Then the reduction of the in¬ 
flated American civilian demand for resources would itself 
have reduced the number of bottleneck problems for the 
economies of the Atlantic Community, and some at least 
of those which remained would have been more susceptible 
of treatment by the ordinary processes of the market- 
price mechanism. 

This analysis applies, of course, to all the countries of 
the Atlantic Community. The more they had been able to 
hold inflationary demands in check by fiscal and monetary 
measures, the less would have been the bottleneck prob¬ 
lems with which they were confronted. This is true in 
particular of the United States, simply because the Ameri- 
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can economy now dominates the free world. The United 
States planned expenditure on defense is greater than the 
total United Kingdom national income; its national in¬ 
come is three times as great as the combined national in¬ 
comes of the United Kingdom, Canada, the Netherlands. 
France, Italy, Norway, Belgium, and Denmark put to¬ 
gether. Thus a 1 per cent release of resources by the 
American economy would have meant a 3 per cent in¬ 
crease in resources for all these other countries of the 
Atlantic Community. An uncontrolled inflationary Ameri¬ 
can demand for raw materials could seriously threaten sup¬ 
plies for these other countries. The control of inflation in 
the United States and the consequent moderation of the 
American demand for materials might have made all the 
difference to the material situation. But in those circum¬ 
stances in which acute particular shortages or bottlenecks 
appear which cannot be overcome simply through general 
anti-inflationary measures, the countries of the Atlantic 
Community must be prepared to add to their agenda for 
joint economic planning the very difficult task of making 
the necessary arrangements. 

For exactly similar reasons it will of course be important 

for all the governments of the member-countries of the 

Atlantic Community—and in particular for the United 

States government—to be ready to take prompt steps by 

financial policy to stimulate and maintain the general 

level of demand for civilian goods and services and thus 

to prevent general depression and unemployment, if and 

when their defense expenditures level off or begin to de- 

9 • 

cline or, for any other reason, a general economic recession 
threatens to develop. 

THE INTERNATIONAL INSTITUTIONAL PROBLEM 

At this point it may be useful to recapitulate the various 
tasks for which joint action is required. 
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First, the countries of the Atlantic Community must 
have programs for the actual military forces which each 
country should provide in each theater. 

Second, they must have a program whereby each coun¬ 
try will make a sufficient financial contribution to cover 
its fair share of this total defense program. 

Third, there must be joint decisions about the places in 
which particular pieces of equipment should be produced. 

Fourth, in the case of bottleneck resources for which 
the total demand cannot be reduced to the total supply 
by means of appropriate monetary, fiscal, and price 
policies, they must be prepared to face the problem of some 
agreed quantitative allocation of the resources. 

What institutional arrangements are needed to carry 
out these tasks? 

There are those who say that only a complete federa¬ 
tion of the Atlantic countries can serve to deal with these 
problems. A federal government would presumably deal 
with the first three of these major economic problems by 
the institution of a federal defense minister to draw up 
effective military plans, by the introduction of some federal 
scheme of conscription for military service, by the imposi¬ 
tion of a federal tax system to raise the funds in an equita¬ 
ble manner, and by the expenditure of these funds through 
a federal budget to obtain supplies from the cheapest 
and safest sources. All this, of course, would involve a 
tremendous upheaval of present national governments and 
is a great deal easier said than done. These difficulties 


are obvious and well understood; but it is equally impor¬ 
tant to realize that a true federal system is in some ways 
not well devised for modern warmaking. 

Normally, federal unionists emphasize the attractive¬ 
ness of a system in which powers are divided, a very 
limited range of powers being handed over to the federal 
government and the member-states retaining a large range 
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of powers with which they can develop their own local 
experiments in the way of living. But the prosecution of a 
modern total war requires an integrated defense plan 
which, in the economic sphere, rests upon price controls, 
labor controls, rationing, schemes for the allocation of 
domestic economic resources, etc.; and, while everyone 
hopes that the institution of an Atlantic Union will deter 
potential aggressors from making war, it will do so only 
if it is itself known to be an effective organization for con¬ 
ducting a defensive war. Now either the central govern¬ 
ment is given all the necessary economic powers, in which 
case there is not much left of the federal idea, or else 
there is a risk of stultifying its war effort by a division of 
powers between the federal and state governments. This 
division of powers might be quite as stultifying as is the 
present division of effort between a number of sovereign 
independent countries. With the federal system there 
would be need for some special organization to negotiate 
agreements between the federal government which had 
sovereign powers over defense plans and the state govern¬ 
ments which had sovereign powers over the domestic 
economic controls necessary to give effect to the defense 
plans. There is no reason in the nature of things to believe 
that this organization would be more successful and more 
effective than a North Atlantic Treaty Organization de¬ 
vised to negotiate agreements between a number of 
sovereign states, each of which has completely integrated 
powers over defense and economic policy within its own 
territory. 

In any case we must probably rule out the full federal 
solution as being politically impracticable in the immedi¬ 
ate future. The next possibility to consider is some con¬ 
federation of the Atlantic countries working through a 
council of ministers with appropriate subordinate or¬ 
ganizations. The purpose of this organization would be to 
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draw up (a) a jointly agreed program for the defense 
expenditure of the constituent members; ( b ) a jointly 
agreed program for the contributions which each member 
should make to the common defense, any difference be¬ 
tween (a) and (6) being filled by the receipt or payment of 
military aid; (c) a jointly agreed program of where it was 
most desirable on military and economic grounds that 
certain lines of production should be developed; and (d) a 
jointly agreed program about the fiscal, monetary, and 
other economic measures which should be taken by the 
individual countries to carry out these programs in a way 
which caused the minimum of disturbance to each other. 


Now this is probably the sort of system which we 
should strive to achieve in as near a future as possible. 
It must be realized, however, that the countries of the 
Atlantic Community are still a long way away from 
anything really satisfactory on these lines. One cannot, of 


course, expect the plans to mature in the tidy way in 
which they are enumerated above. The countries will not 
in fact get together, formulate complete and well-inte¬ 
grated plans, and then go home and carry them out. 
What they do now, and what they are likely to continue 
to do for some time in the future, is for each country 
to formulate its own national defense budget, to decide 
for itself where it will obtain its supplies, and to decide 
for itself what fiscal and monetary policies and what 
economic controls it will employ to realize its plans. 
Attempts should, however, be made by common agree¬ 
ment to make marginal adjustments to these national 
plans on the following lines. First, the countries must 
jointly consider whether the total effort is really enough 
or whether each ought not to do rather more. Second, they 
must consider whether one particular country ought not 
to contribute a larger share of the total and some other 
country rather less. Third, they must consider whether 
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the amount of effort put into one theater may not need 
to be increased at the expense of that going into another 
theater, in which case the actual expenditure in one 
country’s defense budget may need to be decreased at the 
expense of a rise in the defense expenditure of another 
country. Such adjustments would, of course, require ad¬ 
justments of military aid paid between the countries. 
Fourth, they would have to consider whether marginal 
adjustments might not be made in national production 
programs so that rather more of some particular type of 
equipment was produced in and purchased from one 
source rather than from another. 

Much progress remains to be made even in this the least 
ambitious type of scheme for joint consultation on eco¬ 
nomic plans and programs. But the North Atlantic Treaty 
Organization is the one promising organization through 
which this could be done, and it is greatly to be hoped 
that it will develop along these lines. 
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